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are MA–PDs, some of which already purchase private 
reinsurance to cover unexpectedly high medical 
spending. Our discussions with private reinsurers 
suggest that those types of contracts could be modified 
to include drug benefits.

• The need for larger risk premiums or private 
reinsurance could be offset if more of Medicare’s 
subsidy was provided through capitated payments; 
that is, plan sponsors would have greater motivation 
to better manage benefits of high-cost enrollees 
and negotiate larger discounts with pharmaceutical 
manufacturers and pharmacies. However, the net 
result of those two opposing forces (potentially higher 
costs of private reinsurance vs. greater motivation to 
manage benefits) is uncertain.

• This recommendation’s second part would keep 
the current 50 percent manufacturers’ discount on 
brand-name drugs that begins in the Part D benefit’s 
coverage gap. However, because those discounts 
would no longer count as an enrollee’s OOP spending, 
fewer non-LIS enrollees would reach Part D’s OOP 
threshold. We estimate that in 2013, this situation 
would have applied to about 350,000 enrollees. 
However, to the extent that the policy change would 
encourage greater use of lower cost drugs, it could lead 
to lower OOP spending for those enrollees. The policy 
change would have less effect on enrollees with higher 
use of generic drugs and would not affect enrollees 
who use only generic drugs during the coverage gap 
phase. The recommendation would expose some 
beneficiaries to higher cost sharing in the coverage 
gap. We estimate that in 2013, all of the 700,000 non-
LIS enrollees who reached the coverage gap would 
remain in the gap phase longer and would each pay, on 
average, about $1,000 more in cost sharing.

• We estimate that the third part of this 
recommendation, when combined with the second 
part, would have eliminated cost sharing above 
Part D’s OOP threshold for approximately 350,000 
enrollees in 2013. On average, beneficiaries who reach 
the OOP threshold would have an average of $1,000 
less in cost sharing above the OOP threshold because 
of the new cap.

greater financial incentives for enrollees 
with the low-income subsidy to use lower 
cost medicines 
In 2015, Part D’s LIS provided nearly 12 million low-
income beneficiaries with help paying their premiums 
and cost sharing. Of these individuals, more than 7 

benefits through reinsurance). Under the current policy’s 
treatment of the brand discount, enrollees who use more 
generics pay more OOP than those who use brand-name 
drugs. The second part of the recommendation excludes 
the manufacturers’ discount from what counts toward an 
enrollee’s OOP spending threshold. The change would 
equalize the treatment of brand-name drugs and generic 
drugs in the coverage gap. Because the recommendation 
affects only brand-name drugs, it would have less effect 
on enrollees with higher use of generic drugs and would 
not affect enrollees who use only generic drugs during the 
coverage-gap phase.

The recommendation’s third part would provide more 
complete OOP protection to Part D enrollees by removing 
any cost sharing above the benefit’s OOP threshold. 
Currently, high-cost enrollees who do not receive the 
LIS must pay 5 percent of the price of their prescriptions 
after they reach the threshold. Specialty medicines for 
certain conditions are priced at thousands of dollars 
per prescription, so 5 percent cost sharing can be a 
considerable expense on top of an OOP threshold that, in 
2016, reaches $4,850. The recommendation would remove 
cost sharing above Part D’s OOP threshold.

I M p L I C A t I o n s  6 - 1

spending

• The Congressional Budget Office estimates 
that the combination of the Commission’s three 
recommendations would lead to one-year program 
savings of more than $2 billion relative to baseline 
spending and more than $10 billion in savings 
over five years. Separate estimates for each 
recommendation are not available.

Beneficiaries and providers

• Because this recommendation’s first part would 
provide more of Medicare’s 74.5 percent subsidy 
through capitated payments, plan sponsors would 
bear more insurance risk for their enrollees’ benefit 
spending. To the extent that sponsors charged a 
larger risk premium to reflect greater insurance risk 
or purchased private reinsurance, the policy could 
increase plans’ costs of doing business and put 
upward pressure on enrollee premiums. However, 
larger insurers, better positioned to shoulder more 
insurance risk independently and reinsure themselves, 
account for the vast majority of Part D enrollment. 
Plan sponsors with smaller numbers of enrollees could 
be more likely to purchase private reinsurance. Most 
parent organizations with smaller Part D enrollment 
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The amounts of cost sharing that Medicare pays on behalf 
of LIS enrollees are substantial. For example, in 2013, 
Medicare’s low-income cost-sharing subsidy totaled $19.5 
billion—an amount much larger than the approximate 
$5 billion Medicare paid for premiums on behalf of LIS 
enrollees. An analysis by Acumen LLC of the average 
percentage of cost sharing for LIS enrollees at different 
intervals of annual total spending helped us compare what 
LIS enrollees pay out of pocket with what Medicare pays 
on their behalf for cost sharing.

Table 6-8 (p. 186) shows cost-sharing amounts for LIS 
beneficiaries with annual total drug spending that occurred 
at different phases of the benefit.17 Cost-sharing amounts 
shown are for an enrollee with average annual spending 
in each spending range based on actual spending in 2013. 
For example, about 15 percent of LIS enrollees had total 
drug spending between $1 and $324 in 2013. Because 
many LIS enrollees were in plans with a deductible, the 
average cost sharing charged by plans for these enrollees 
was 85 percent of the total drug costs. However, most LIS 
enrollees paid nominal copayments out of pocket, and 
Medicare’s low-income cost-sharing subsidy paid most of 
the deductible on their behalf. As a result, LIS enrollees 
with spending between $1 and $324 paid 13 percent 
of their drug costs, while Medicare’s low-income cost-
sharing subsidy paid 72 percent. 

Twenty-one percent of LIS enrollees had drug spending 
between $2,970 and $6,954.51, which is the range of 
spending in which non-LIS enrollees face a coverage gap. 
However, LIS enrollees do not face a coverage gap; most 
continue to pay nominal copayments for each prescription, 
with Medicare paying the remaining cost-sharing amounts 
charged by their plans. Seventeen percent of LIS enrollees 
had spending high enough to reach Part D’s OOP 
threshold (7 percent with spending between $6,954.52 
and $9,999, plus 10 percent with spending of $10,000 or 
more).

In its March 2012 report, the Commission recommended 
that the Congress give the Secretary authority to provide 
stronger financial incentives for LIS enrollees to use 
lower cost generics when available (Medicare Payment 
Advisory Commission 2012). At the time, a key rationale 
for the recommendation was that LIS enrollees made up 
the majority of beneficiaries who reached the catastrophic 
phase of the benefit. This rationale continues to be true; 
in 2013, LIS enrollees made up 75 percent of high-cost 
enrollees. Encouraging LIS enrollees to use lower cost 
generics could reduce the number of individuals who 

million were dually eligible for Medicare and Medicaid. 
Another 4.6 million qualified for the LIS either because 
they received benefits through the Medicare Savings 
Programs or the Supplemental Security Income program 
or because they were eligible after they applied directly to 
the Social Security Administration. LIS enrollees are more 
likely than other Part D enrollees to be female; African 
American, Hispanic, or Asian American; and under age 
65. They also tend to have poorer health status and higher 
risk scores. In 2015, about 70 percent of LIS enrollees 
were in PDPs, and 30 percent were enrolled in MA–PDs.

The maximum amounts of cost sharing that LIS enrollees 
pay out of pocket are set in law, and Part D plan sponsors 
cannot vary those amounts. In 2016, beneficiaries who 
are dually eligible for Medicare and Medicaid and other 
beneficiaries with incomes less than 100 percent of the 
federal poverty level (FPL) pay up to $1.20 to fill a generic 
prescription, up to $3.60 for brand-name drugs, and zero 
above Part D’s OOP threshold. Other beneficiaries with 
incomes between 100 percent and 150 percent of the 
FPL (who meet certain asset tests) pay $2.95 for generic 
prescriptions and $7.40 for brand-name drugs.16 Most LIS 
enrollees do not face a coverage gap. However, a small 
number of individuals with a partial LIS must pay a $74 
deductible before paying reduced copayments and then 
15 percent coinsurance in the coverage gap. Beneficiaries 
with the LIS who reside in long-term care institutions or 
who receive home and community-based services pay no 
cost sharing.  

Differential cost sharing across formulary tiers is a 
fundamental tool used by plan sponsors to manage their 
enrollees’ drug spending (Medicare Payment Advisory 
Commission 2016). This approach provides financial 
incentives to enrollees to use lower cost drugs. However, 
those financial incentives do not apply to LIS enrollees 
because the maximum OOP cost-sharing amounts for them 
are set by law. For example, if a full-benefit dual-eligible 
beneficiary filled a prescription through her PDP that used 
a benefit design that charged $3 for a preferred generic 
drug and $10 for other generics, the LIS enrollee would 
pay $1.20, even if her prescription was not for a preferred 
generic. Part D’s low-income cost-sharing subsidy would 
pay for the $8.80 difference ($10 minus $1.20). Likewise, 
if the plan’s benefit design charged $35 for a preferred 
brand-name drug and $85 for a nonpreferred brand, the LIS 
enrollee would pay $3.60 out of pocket for a nonpreferred 
brand prescription and Medicare’s low-income cost-sharing 
subsidy would pay $81.40. 
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Some empirical research supports the idea that zero-dollar 
copayments could encourage greater use of generics and 
may improve medication adherence. One study based on 
2008 Part D claims for statins that excluded LIS enrollees 
found that having a zero copayment for generic statins was 
associated with an especially large effect on generic use 
(Hoadley et al. 2012). More recently, CMS researchers 
examined the generic substitution rates of LIS enrollees 
and non-LIS enrollees in Part D plans that charged no 
copayment for generic drugs. (If an LIS enrollee’s plan 
benefit design charges no copayment, the beneficiary pays 
nothing rather than the statutory amount.) The study found 
that in 2012, about 21 percent of plans had a generic tier 
with no copayment, and those plans enrolled about 11 
percent of all Part D enrollees. Average rates of generic 
substitution were 1 percentage point to 3 percentage points 
higher for LIS enrollees and non-LIS enrollees (estimated 
separately) in plans that charged no generic copays 
(Centers for Medicare & Medicaid Services 2015b).

In discussions last year between plan sponsors and 
Commission staff, plan representatives were highly 
supportive of giving LIS enrollees stronger financial 
incentives to use lower cost options. Many of the 
individuals noted the lower use of generics by LIS 
enrollees, and some voiced frustration with plans’ inability 

reach the catastrophic phase of the benefit and thereby 
reduce the amount Medicare pays to plans in individual 
reinsurance. It could also reduce Medicare’s spending for 
low-income cost sharing.

The President’s budget proposals for 2016 and 2017 
included similar modifications to Part D’s LIS copayment 
amounts. Specifically, the proposals would lower LIS 
copayments for generic drugs and double them for brand-
name drugs. To protect beneficiaries, the Secretary would 
have authority to select only therapeutic classes with 
generic alternatives for which generic substitution would 
be clinically appropriate. She would also have authority to 
exclude brand-name drugs from this policy in therapeutic 
classes for which she determines that therapeutic 
substitution is not appropriate or for which no generics 
are available (Department of Health and Human Services 
2016, Department of Health and Human Services 2015). 
Institutionalized LIS enrollees would continue to pay 
zero cost sharing, and LIS enrollees with a partial subsidy 
would pay the new copayment amounts above Part D’s 
OOP threshold. For the President’s 2017 budget proposal, 
the Congressional Budget Office estimated that this policy 
would reduce Medicare spending by $7.2 billion over 5 
years and by $18.3 billion over 10 years (Congressional 
Budget Office 2016).

t A B L e
6–8  Cost-sharing amounts paid by LIs enrollees and by  

Medicare’s low-income cost-sharing subsidy in 2013
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P&T committees develop and review their formulary’s 
structure, exceptions policies, and protocols for prior 
authorization and other forms of utilization management. 
In addition to considering drug prices, rebates, and cost 
effectiveness, P&T committees base decisions about plan 
coverage and formulary design on the strength of scientific 
evidence and standards of practice.

Part D plans must provide an adequate formulary. In 
that regard, CMS must review and approve each plan’s 
formulary to ensure that it would not substantially 
discourage enrollment by any group of eligible individuals 
such as those with certain conditions. Under a “safe 
harbor” provision in regulation, many plan sponsors 
choose to avoid a rigorous review of their drug categories 
and classes by adopting model guidelines for therapeutic 
classes established by the U.S. Pharmacopeia.19 Plans 
must include coverage of the types of drugs most 
commonly needed by Part D enrollees as recognized 
in national treatment guidelines. For most drug classes, 
plans must cover at least two distinct drugs that are not 
therapeutically equivalent or bioequivalent. In addition, 
CMS requires that “all or substantially all drugs” in six 
protected classes be included in Part D plan formularies—
anticonvulsants, antidepressants, antineoplastics, 
antipsychotics, antiretrovirals, and immunosuppressants 
for the treatment of transplant rejection. Because of these 
provisions, some analysts have noted that Medicare “limits 
the freedom of Part D plans to control their formularies” 
(Outterson and Kesselheim 2009).

As with commercial plans, Part D plans must allow 
formulary exceptions—coverage of a nonformulary drug 
under certain circumstances such as a patient’s potential 
for an adverse reaction to the formulary drug or prior 
experience that the drug was ineffective for the patient. 
However, unlike commercial plans, Part D plans must also 
allow tiering exceptions—requests for the enrollee to pay 
lower preferred cost-sharing amounts for nonpreferred 
drugs. (Tiering exceptions do not apply to specialty tiers or 
to LIS copays, which are specified by law rather than part 
of a plan’s benefit design and formulary structure.)

Medicare requires plan sponsors to establish coverage 
determination and appeals processes with the explicit 
goal of ensuring that plan formularies do not impede 
access to needed medications. The burden associated with 
navigating these processes varies from plan to plan. Part 
D law also requires sponsors to have a transition process 
to ensure that new enrollees, as well as current members 

multisource, or biosimilar medications and for 
beneficiaries who switched from brand-name drugs 
and reference biologics. This change could increase 
beneficiaries’ access to medications and improve 
adherence to therapies. Some plan sponsors could 
experience a decrease in the costs of providing the 
benefit if their LIS enrollees switched from brand-
name drugs and reference biologics to generic and 
other preferred multisource drugs and biosimilars. 
Those lower costs would tend to decrease premiums 
for all enrollees and reduce subsidy payments from 
Medicare to Part D plans.

Increased flexibility to use formulary tools
If Part D plans were required to take on more risk, they 
would have stronger incentives to manage enrollees’ drug 
spending. However, plan sponsors also need stronger tools 
to carry out that management, particularly in how they 
operate their drug formularies.

Formulary design is the key tool used by plans to manage 
drug benefits. Plan sponsors must decide which drugs 
to include on the formulary, which cost-sharing tier is 
appropriate for each drug, and whether a drug will be 
subject to prior authorization or other forms of utilization 
management. Those decisions, in turn, require that plan 
sponsors strike a balance between providing access to 
medications while encouraging enrollees to use lower 
cost therapies. Decisions about formulary design also 
affect plan sponsors’ bargaining leverage with pharmacies 
and pharmaceutical manufacturers over drug prices and 
rebates.

Part D regulations and policy guidance were designed 
to ensure that Medicare beneficiaries, with their higher 
disease burden, have access to medications. The 
regulations limit how Part D plan sponsors operate their 
formularies compared with how the same sponsors 
manage formularies for their commercial populations. We 
first provide an overview of Part D formulary requirements 
and coverage determinations and then describe specific 
areas for recommended change.

part D formulary requirements and coverage 
determinations

Law and regulations lay out specific requirements for 
Part D plan formularies. Plans must have a pharmacy and 
therapeutics (P&T) committee composed of members 
who meet certain requirements regarding background 
(physicians and pharmacists) and conflicts of interest. 
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Revisit the protected classes 

The “protected class” policy was intended to ensure 
access to medications in classes for which access cannot 
be adequately ensured through existing beneficiary 
protections. Plan sponsors are permitted to place 
protected-class drugs on preferred and nonpreferred cost-
sharing tiers, but they cannot remove a drug altogether 
from their formulary, which limits their leverage in price 
negotiations. Because the policy requires open coverage of 
drugs in those classes, CMS noted in a 2014 proposed rule 
that the policy “presents both patient welfare concerns and 
financial disadvantages for the Part D program as a result 
of increased drug prices and overutilization.” The agency 
also noted that protected status may “substantially limit 
Part D sponsors’ ability to negotiate price concessions 
in exchange for formulary placement of drugs in these 
categories or classes” (Centers for Medicare & Medicaid 
Services 2014). 

Part D restricts how plan sponsors may apply utilization 
management tools such as prior authorization for drugs in 
the protected classes. In the case of an enrollee just starting 
to take a protected-class drug, Part D guidance permits 
sponsors to apply utilization management tools. However, 
for enrollees who are already using a protected-class 
medication, plan sponsors may not use prior authorization 
or step therapy to steer the enrollee toward preferred 
alternatives. 

In its 2014 proposed rule, CMS suggested applying a two-
step test to determine which drug classes are of sufficient 
clinical concern to merit protection. The criteria included 
the following:

• hospitalization, persistent or significant disability 
or incapacity, or death likely will result if initial 
administration of a drug in the category or class 
does not occur within seven days of the date the 
prescription was presented to the pharmacy to be 
filled; and

• more specific CMS formulary requirements will not 
suffice to meet the universe of clinical drug-specific 
and disease-specific applications due to the diversity 
of disease or condition manifestations and associated 
specificity or variability of drug therapies necessary to 
treat such manifestations.

In other words, a drug class would not be given protected 
status unless a delay in obtaining a medication would 
likely result in serious health consequences and the clinical 

whose drugs are no longer covered or are subject to new 
restrictions, have access to the medicines they have already 
been taking.20 The transition-fill policy is intended to give 
enrollees time either to find an alternative that is on the 
plan’s formulary or to initiate an exception request. 

If an enrollee’s prescription claim is rejected at the point of 
sale, the pharmacy is required to provide the enrollee with 
written information about how to obtain a detailed written 
notice from the enrollee’s plan about why the benefit was 
denied and their right to an appeal. However, the enrollee 
must contact the plan to find the reason for the refusal and 
must initiate a request for a coverage determination with 
supporting justification from the prescriber. 

Part D requires quicker adjudication time frames than 
for Medicare Advantage medical benefits because “the 
majority of Part D coverage requests involve prescription 
drugs an enrollee has not yet received, which increases 
the risk of adverse clinical outcomes if access to the drug 
is delayed” (Centers for Medicare & Medicaid Services 
2016a). Plan sponsors must make a decision about 
exceptions and coverage determination within 72 hours 
of a request or within 24 hours for expedited requests. If 
the plan contacts the prescriber but is not able to obtain 
the supporting information needed to make a coverage 
determination within the allotted time, the plan must issue 
a denial and then process any subsequent information it 
receives as a redetermination. 

In our discussions, stakeholders—beneficiary advocates, 
prescribers, plan sponsors, and CMS—have all noted 
frustrations with Part D coverage determinations, 
exceptions, and appeals (see text box about these 
processes, p. 190). A more efficient approach would be 
to resolve such issues at the point of prescribing through 
e-prescribing and electronic prior authorization rather 
than at the pharmacy counter. Such tools could reduce 
the need for coverage determinations and appeals and 
could increase the likelihood that beneficiaries receive 
an appropriate medicine at the pharmacy. Automated 
processes could also lower administrative burden and lead 
to a more uniform approach for beneficiaries, prescribers, 
and plans (American Medical Association 2015). Part 
D plan sponsors are required to support electronic 
prescribing, but e-prescribing is optional for physicians 
and pharmacies.21 While beneficiary advocates are 
generally supportive of such steps, some contend that they 
would not be sufficient to address persistent challenges 
(Medicare Rights Center 2016).
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not propose removing antipsychotics from protected-class 
status because of the clinical risk associated with untreated 
psychotic illness.) The Commission noted in comments to 
CMS that it was generally supportive of applying objective 
criteria in determining classes of clinical concern while 
balancing the goals of beneficiary access and welfare 
with Part D plans’ tools to manage the drug benefit and 
appropriately constrain costs (Medicare Payment Advisory 

needs of patients treated with one or more medications 
in that drug class cannot be met unless all Part D drugs 
in that class were included on a plan formulary. After 
reviewing medications in the six protected classes, in 
2014, CMS proposed removing antidepressants and 
immunosuppressants for transplant rejection from 
protected status.22 (CMS also found that antipsychotics 
did not meet the two-part test. However, the agency did 

part D’s exceptions and appeals process

The Part D appeals process is complex, involving 
multiple levels. After examining Part D’s 
exceptions and appeals process, we found 

insufficient data to evaluate how well the process is 
working for beneficiaries to gain access to needed 
medications (Medicare Payment Advisory Commission 
2015b, Medicare Payment Advisory Commission 
2014c). We also found that the process can be time 
consuming and frustrating and may be burdensome for 
some individuals (Hargrave et al. 2015, Hargrave et 
al. 2012). Similarly, CMS audits continue to find that 
plans have difficulties in the areas of Part D coverage 
determinations, appeals, and grievances (Centers 
for Medicare & Medicaid Services 2015c). These 
findings suggest a need for increased transparency and 
streamlining of the coverage determination process so 
that beneficiaries and prescribers are not discouraged 
from seeking exceptions for needed medications.

At the same time, exceptions and appeals that 
routinely overturn plans’ coverage decisions could 
undermine plans’ efforts to manage drug spending. 
A representative of one plan sponsor we spoke with 
described the sponsor’s experience in which the 
plan’s negative coverage decisions of nonformulary 
drugs were routinely overturned (reversed) by an 
independent review entity (IRE). The plan sponsor was 
generally not successful in appealing IRE decisions, 
which were typically denied on the grounds that 
supporting statements provided by prescribers proved 
the medical necessity for the drug—even when those 
statements were extremely general such as, “this is 
the right drug for the patient.” Because a Part D plan’s 
star rating includes how often its coverage decisions 
are overturned by the IRE, such cases can have a 

chilling effect on a plan’s willingness to use formulary 
tools—including on-formulary or off-formulary status 
to manage the use of expensive medications. That 
situation, in turn, can affect the rebate negotiations with 
pharmaceutical manufacturers.

CMS has expressed repeated concerns that some Part D 
sponsors reject claims inappropriately and are not fully 
compliant with transition-fill requirements (Centers 
for Medicare & Medicaid Services 2015c, Centers 
for Medicare & Medicaid Services 2012, Centers for 
Medicare & Medicaid Services 2010b). Recently, CMS 
applied civil and monetary sanctions against several Part 
D plan sponsors for failure to comply with regulations 
in areas such as formulary requirements, coverage 
determinations, and exceptions and appeals processes 
(Centers for Medicare & Medicaid Services 2016c). 

In 2015, CMS conducted a “point-of-sale pilot” with 
four Part D plan sponsors to identify alternatives to 
beneficiaries having to request coverage determinations 
from their plans. Each sponsor took a somewhat 
different approach in identifying which drugs to 
focus on and how to communicate with prescribers 
and pharmacies. The pilot had mixed results in terms 
of helping beneficiaries to obtain an appropriate 
medication from the pharmacy. Plans that participated 
in the pilot found the process to be labor intensive, and 
the key difficulty appeared to be engaging prescribers 
(Centers for Medicare & Medicaid Services 2016d). 
Several participants suggested that more fruitful 
approaches would include promotion of e-prescribing, 
better real-time queries about formulary coverage at the 
point of prescribing, and broader use of electronic prior 
authorization. ■
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formularies in response to changing market conditions 
or new clinical information. To address this problem, 
CMS could consider offering one or more additional 
update opportunities. Plan sponsors submit their proposed 
formularies to CMS for the upcoming year no later than 
June as part of their bids.24 CMS allows plans to submit 
limited types of proposed changes typically in July, but 
sponsors have no other opportunity to request changes 
until January of the new benefit year, for an effective 
date of March 1. Such a long gap can lead to difficulties 
in formulary administration, such as delays in adding 
drugs approved by the FDA late in the year or updating 
utilization management criteria in response to new FDA-
approved indications. 

There are also opportunities to streamline the process for 
midyear formulary changes, especially of the type that Part 
D guidance says CMS would generally approve. Part D 
regulations classify midyear formulary changes as either 
“enhancements” or “negative” changes. Adding a drug to 
the formulary or removing utilization management is an 
enhancement, while removing a drug from a formulary 
or setting new utilization management requirements 
is a negative change. Plan sponsors can implement 
enhancements to formularies at any time and are not 
required to seek CMS approval. However, plan sponsors 
must request and receive CMS approval before carrying 
out most negative changes (Government Accountability 
Office 2011). Plans must also give affected enrollees 60 
days’ notice before the change. 

Part D guidance notes that the vast majority of negative 
changes to formularies are “maintenance changes” that 
CMS would generally approve. Examples of maintenance 
changes include (1) the plan sponsor’s desire to remove a 
brand-name drug and substitute a new generic drug after 
the generic’s entry in the market or after the publication of 
new clinical guidelines and (2) the plan’s P&T committee 
recommendation to put a drug on a higher tier or to 
apply prior authorization. For maintenance changes, 
plan sponsors can send enrollees notification as soon as 
they submit their request to CMS. Part D guidance states 
that, if the plan has not heard from CMS within 30 days, 
it can assume that the change was approved. However, 
some plan sponsors wait for approval to avoid the risk of 
sending notifications on a change that CMS disapproves. 

“Nonmaintenance changes” occur when a sponsor 
removes a drug from its formulary, moves a drug to a 
nonpreferred tier, or adds utilization management edits. 
Part D guidance states that plan sponsors must obtain 

Commission 2014a). Ultimately, however, CMS never 
adopted its proposed changes to the protected classes 
because of stakeholder concerns.

The Commission continues to support CMS’s proposal 
to remove antidepressants and immunosuppressants for 
transplant rejection from protected status. The two classes 
have a number of generic versions of drugs available. 
In the case of antidepressants, a patient may need to use 
several drugs before finding effective treatment. Among 
commercial plans that are not subject to CMS’s formulary 
requirements, our cursory review of several commercial 
formularies suggests that plans already include a number 
of generic drugs, each with different molecular structures, 
as therapeutic alternatives.

In the Commission’s March 2016 report to the Congress, 
we noted that, when measured by individual national 
drug codes, prices for protected-class drugs showed 
a trend between 2006 and 2013 similar to that for 
all Part D drugs, rising by a cumulative 38 percent. 
However, when protected-class drugs were grouped 
to take generic substitution into account, their prices 
declined by a cumulative 16 percent over the same period 
(Medicare Payment Advisory Commission 2016). For 
this reason, the degree to which plans could achieve 
additional savings is unclear. To the extent that enrollees 
still use brand-name drugs in the antidepressant and 
immunosuppressant classes, the recommendation could 
give plan sponsors additional bargaining leverage with 
manufacturers.23 

Formulary changes

Continuity of a plan’s formulary is very important for 
beneficiaries, allowing them to maintain access to the 
medications that were offered by their plan at the time they 
enrolled. However, there may be circumstances in which 
new clinical information about a drug or the entrance 
of a new competing therapy may warrant changes to a 
formulary in the middle of a benefit year. CMS’s rules 
regarding formulary changes warrant examination. 

CMS reviews two sets of formularies for each plan: (1) 
one set for the upcoming year and (2) proposed formulary 
changes that would be effective during the current 
(ongoing) benefit year (referred to as “midyear changes”). 
In both situations, plan representatives discussed 
streamlining CMS’s process for reviewing applications. 

In setting the formulary for the upcoming year, plan 
sponsors have limited time to ask CMS to change their 
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justifications requesting coverage exceptions are not 
rigorous, resulting in approval of almost all requests. 
This situation can render utilization management tools 
ineffective. It can also undermine sponsors’ efforts to 
negotiate rebates with pharmaceutical manufacturers. 
Plan sponsors note that the ease of formulary exceptions 
is a particular challenge with respect to “high-risk 
medications” that could pose serious side effects or 
increase risk of falls for elderly patients. 

Instead, CMS could require standardized supporting 
justifications that provide more clinical information when 
requesting exceptions. Under a standardized approach, the 
process that plans use to obtain prescriber input needs to 
be not only specific and accurate but also relatively simple 
for prescribers, to reduce administrative burden. 

Standardizing the type of clinical information that 
prescribers must submit in supporting justifications 
could improve the exceptions process and could help 
ensure that beneficiaries receive clinically appropriate 
drug therapies. Setting clear expectations for supporting 
justifications could also make the process more predictable 
for prescribers, thereby reducing their administrative 
burden. For example, CMS could develop a checklist 
of information needed related to the patient’s requested 
medication, such as diagnosis, drug allergies, and 
rationale. Currently, when the pharmacy or plan contacts 
the prescriber but cannot receive a justification in a timely 
manner, the plan must issue a denial and the beneficiary 
must initiate the appeals process. However, a standardized 
approach could simplify the process of justifying a 
formulary exception for the prescriber, thereby reducing 
the delay associated with a beneficiary’s efforts to file an 
appeal. 

Ideas for managing the use of specialty products

Specialty drugs sometimes offer advances in patient care, 
and beneficiaries should be provided appropriate access 
to them. Because of their high prices, however, waste 
and inappropriate use of specialty drugs can have large 
consequences for spending. Greater use of tools to manage 
the use of specialty drugs could improve the quality of 
services for beneficiaries and provide plan sponsors with 
greater leverage in negotiations with drug manufacturers. 
Some approaches used by plans in the commercial sector 
include:

• using “split fills” (initial supplies that cover fewer 
days than is typical, e.g., 15 days rather than 30 
days) to reduce waste, accompanied by a program to 

approval from CMS before carrying out nonmaintenance 
changes, and CMS officials have noted that it would 
tend to approve such situations only under extraordinary 
circumstances. When CMS approves such a change, 
enrollees currently taking the affected drug must be 
exempt from the formulary change for the remainder of 
the benefit year. Plan representatives told Commission 
staff that they recognize the need for CMS to evaluate 
nonmaintenance formulary changes. However, in their 
experience, CMS’s criteria for approval or denial can be 
unclear, and some plan sponsors believe they have not had 
an opportunity to share information with CMS about why 
their P&T committee chose to propose such a change. 
In the case of nonmaintenance changes, sponsors may 
not send enrollees notice of the change until they have 
received formal approval from CMS. Plan sponsors report 
that the process of seeking approval for and implementing 
a maintenance change can sometimes take three to six 
months, and for this reason, some sponsors believe there 
is no value in submitting requests in the last one or two 
quarters of the benefit year.25

Ideally, Medicare’s review process would continue to 
guard against negative changes that affect beneficiaries’ 
access to needed medications but would expedite midyear 
changes that CMS would generally approve. CMS could 
provide plan sponsors with greater flexibility to make 
certain maintenance changes, such as adding a generic 
drug and removing the brand-name version, without first 
receiving agency approval. Under that approach, the plan 
would still be required to file the change with CMS, and 
the plan sponsor would be subject to enforcement actions 
if it had not provided plan enrollees with timely access to 
the medication.

Rationalizing the exceptions process

Plan sponsors use utilization management tools such as 
quantity limits, step therapy, and prior authorization for 
expensive drugs to encourage use of lower cost therapies 
or to ensure appropriate use of an otherwise high-risk 
medication or medications that have a high likelihood of 
abuse. Plans also use prior authorization to help verify that 
a drug is being used for a covered Part D indication.

When an enrollee applies for a formulary exception, Part 
D guidance requires that the application be accompanied 
by a written or oral supporting justification from the 
prescriber that the medication is medically necessary. If 
the plan denies coverage, the beneficiary can appeal the 
decision. However, some plans have indicated that, unlike 
in the commercial sector, in Part D, the expectations for 
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specialty drugs. That guidance would have the intent of 
balancing beneficiaries’ access to needed medications 
with measures to limit the very expensive consequences 
of waste or inappropriate use of specialty products. For 
example, currently prescribers write prescriptions for a 
30-day supply of medications, and the Part D plan must 
fill that prescription as written. However, many specialty 
medications such as oral oncology agents are changed or 
stopped early, and a portion goes unused. Under this part 
of the recommendation, CMS would develop guidance 
for plan sponsors to use an initial 15-day supply of a 
specialty drug to ensure that the patient has not abandoned 
treatment. CMS could also consider revising Part D 
guidance to allow for two specialty tiers, including a 
preferred one that offers lower cost sharing to encourage 
the use of lower cost biosimilars. 

I M p L I C A t I o n s  6 - 3

spending

• The Congressional Budget Office estimates 
that the combination of the Commission’s three 
recommendations would lead to one-year program 
savings of more than $2 billion relative to baseline 
spending and to more than $10 billion in savings 
over five years. Separate estimates for each 
recommendation are not available.

Beneficiaries and providers

• Several parts of this recommendation could affect 
beneficiaries who take certain antidepressants and 
immunosuppressants if their plan were to no longer 
cover their current drug. However, these classes 
contain a wide variety of therapy options, including 
many generics. Plans would continue to cover at 
least two drugs in those drug classes, and affected 
beneficiaries might find that they could switch 
medications. By including fewer drugs in those classes 
on their formulary, plan sponsors may be able to 
negotiate larger price discounts, which would lead to 
lower premiums and cost sharing for enrollees. If a 
patient’s clinical situation did not warrant switching 
drugs, the patient could apply for a formulary 
exception to obtain coverage of the original medicine. 
In this circumstance, the patient’s prescriber would 
need to submit a supporting statement with the clinical 
rationale for needing the original medicine. 

• More extensive use of formulary changes when 
warranted would allow plan sponsors to respond more 
quickly to new clinical information and changing 
market conditions. In turn, this flexibility could give 

protection. The intent behind the “protected classes” 
policy was to prevent sponsors from discouraging 
beneficiaries who are reliant on certain drugs from 
enrolling in certain plans and to mitigate the risk of 
interrupting therapy. However, because the policy requires 
plan sponsors to cover all drugs in the six classes, it 
limits the ability of plan sponsors to negotiate price 
concessions for those drugs. In 2014, CMS proposed 
objective criteria that evaluated the health consequences 
for beneficiaries of more limited access to medications. 
After applying those criteria to the six protected classes 
and noting the wide availability of generics in some of 
those classes, CMS proposed removing antidepressants 
and immunosuppressants for transplant rejection from 
protected status. CMS’s approach and its proposal to 
remove the two drug classes from protected status reached 
a balance between ensuring that beneficiaries have access 
to needed medications while giving plan sponsors greater 
room to negotiate price discounts.

Continuity of a plan’s formulary is very important for 
beneficiaries. However, there are circumstances in which 
negative changes (such as removing a drug from the 
formulary or adding a prior authorization requirement) are 
warranted. The second part of this recommendation would 
give plan sponsors one or more additional opportunities to 
modify their formulary before the start of an annual open 
enrollment period for a new benefit year. It also proposes 
to expedite midyear changes that CMS would generally 
approve. Plan sponsors would still be required to notify 
enrollees before making the change, but sponsors would 
no longer need prior CMS approval. CMS would verify 
the change after the fact, and plan sponsors would be 
subject to enforcement action if the change did not meet 
clear criteria for permissible changes. 

Under the third part of this recommendation, CMS would 
require a standardized approach for prescribers to submit 
supporting justifications to plan sponsors to obtain a 
formulary exception for patients. Currently, requests for 
exceptions accompanied by a prescriber justification are 
typically approved, even if that statement is extremely 
general. By using a standardized approach, prescribers 
would have a more predictable process that could lead to 
less administrative burden. A standardized approach to 
providing clinical justifications for exceptions could also 
help ensure that beneficiaries receive clinically appropriate 
medicines.

The fourth part of this recommendation would direct 
CMS to develop guidance on using new tools for 
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• Requiring that prescribers provide standardized 
justifications for a formulary exception could reduce 
unnecessary benefit costs and, in some cases, improve 
quality for the patient. To the extent that prescribers 
had to submit more rigorous clinical evidence in 
their supporting justifications than they do currently, 
that change could increase their workload. However, 
by instituting a standardized approach and allowing 
prescribers to submit the information in writing or 
orally, the relative amount of that burden would be 
lessened. ■

sponsors more leverage in their price negotiations with 
manufacturers, potentially leading to lower enrollee 
premiums and cost sharing. Affected enrollees would 
continue to receive a 60-day written notice before 
the formulary change, including the rationale for the 
change, alternative treatments in the same therapeutic 
class, and instructions for pursuing a coverage 
determination. As with the protected classes policy 
change, midyear formulary changes would mean that 
some beneficiaries would need to switch medications 
or seek exceptions. Prescribers would need to submit 
a supporting statement if their patient had clinical 
reasons for continuing with their original therapy.
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1 This amount includes reconciliation payments made during 
2014 between Medicare and plan sponsors for benefits 
delivered in previous years. In 2014, incurred program 
spending totaled $73.3 billion.

2 CMS assigns risk scores to enrollees based on demographic 
information and RxHCCs. Beginning in 2011, CMS replaced 
a single RxHCC model with five sets of model coefficients for 
long-term institutional enrollees, aged low-income enrollees, 
aged non-low-income enrollees, disabled low-income 
enrollees, and disabled non-low-income enrollees (Centers for 
Medicare & Medicaid Services 2010a). CMS uses regression 
analysis to determine dollar coefficients for each factor in the 
RxHCC model. CMS then creates relative factors for each 
demographic factor and condition category by dividing the 
coefficient by average predicted per capita spending so that 
the average risk score for all Part D enrollees is 1.0. CMS 
applies a normalization factor to risk scores used to predict 
spending in years after the calibration year to reflect changes 
in the population and in coding of diagnoses. CMS then 
calculates each enrollee’s risk score by adding the relative risk 
factors applicable to the individual enrollee. 

3 The industry does not have one consistent definition of 
specialty drugs, but these drugs tend to be characterized 
as high cost (e.g., Medicare defines specialty drugs based 
on the average price for a one-month supply; for 2016, the 
threshold is $600 or more per month) and are used to treat 
a rare condition, require special handling, use a limited 
distribution network, or require ongoing clinical assessment. 
Most biologics are a subset of specialty drugs. See http://
www.ajmc.com/payer-perspectives/0213/The-Growing-Cost-
of-Specialty-PharmacyIs-it-Sustainable.

4 Starting in 2014, Part D contracts are subject to “medical 
loss ratio” requirements that require them to spend at least 85 
percent of revenues on benefit costs and quality-improving 
activities. That policy also constrains plan profits.

5 This chapter uses the term biologic synonymously with 
biological products or biologicals, referring to drug products 
derived from living organisms. See Chapter 5 of the 
Commission’s Report to the Congress: Improving Incentives 
in the Medicare Program (Medicare Payment Advisory 
Commission 2009a) for more detail.

6 The Commission examined this issue more closely in its June 
2015 report within the context of prescription opioid use 
(Medicare Payment Advisory Commission 2015a).

7 The incurred amount of $73 billion for 2014 differs from 
the $78 billion described earlier because the larger amount 
includes reconciliation payments between Medicare and plan 
sponsors for benefits delivered in previous years.

8 These calculations for biologic products exclude insulin.

9 About 90 percent of long-term institutionalized Part D 
enrollees receive the LIS.

10 Private reinsurers and consulting actuaries that staff members 
interviewed for the Commissions’ June 2015 report noted 
that they structure reinsurance contracts differently from 
Medicare’s risk-sharing arrangements. They tend to use 
a higher dollar threshold than Part D’s OOP limit before 
providing reinsurance coverage. For example, a private 
contract for specific stop loss might cover only the top 1 
percent or 2 percent of enrollees as ranked by spending. By 
comparison, in 2013, about 8 percent of Part D enrollees 
reached the OOP limit. Interviewees said that the premium 
for such coverage would incorporate administrative costs 
and profits on the order of about 20 percent to 25 percent of 
covered benefits. However, such spending covered by private 
reinsurance would be considerably smaller than the amount of 
risk sharing Medicare provides currently (Medicare Payment 
Advisory Commission 2015a).

11 Because most LIS enrollees pay nominal copay amounts and 
face no coverage gap, they are not eligible for the brand-name 
discount and their OOP spending does not reach as high as the 
OOP threshold.

12 Examples of exceptions to this policy include cost sharing 
paid by individuals on behalf of the enrollee and payments by 
state pharmaceutical assistance programs. Medigap policies 
are prohibited from including drug coverage for Part D 
enrollees.

13 In 2020 and thereafter, enrollees will pay 25 percent cost 
sharing for both generics and brand-name drugs; to the 
enrollee, the manufacturer discount will no longer make the 
price of brand-name drugs appear relatively less expensive. 
However, because Part D plans must cover only 25 percent of 
the price of brand-name drugs but 75 percent of the price of 
generics, from a plan’s perspective, the manufacturer discount 
will still lower relative prices for brand-name drugs.

14 However, the enrollee may apply to bona fide independent 
charity patient assistance programs (PAPs) for help with cost 
sharing. Pharmaceutical manufacturers can provide cash 
donations to independent charity PAPs without invoking 
anti-kickback concerns if the charity is structured properly. 
Guidance from the Department of Health and Human Services 

endnotes
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21 The exception is New York, which mandates electronic 
prescribing.

22 CMS’s review panel found that antidepressants did not meet 
the first criterion: a seven-day delay in start of therapy would 
not put a patient at risk of hospitalization, incapacity, or death. 
For immunosuppressants, the panel found that while they 
met the first criteria, they did not meet the second one. CMS 
noted that “because widely accepted treatment guidelines 
recommend subclasses of drugs rather than specific, 
individual drugs, the panel did not believe that every drug 
product should be required for inclusion on Part D sponsors’ 
formularies” (Centers for Medicare & Medicaid Services 
2013).

23 While the share of prescriptions accounted for by generic 
drugs in classes with generic alternatives can be high, often 
exceeding 80 percent, the share of spending accounted 
for by brand-name drugs still may account for a large 
share of spending. For example, in 2013, 80 percent of the 
prescriptions for antidepressants were for generics, but 
spending for brand antidepressants accounted for 60 percent 
of total spending for that class.

24 Sponsors submit formulary information to CMS on a 
formulary reference file (FRF)—a list of drugs that may be 
included on Part D plan formularies. CMS developed the FRF 
to have a normalized approach for reviewing and comparing 
plan formularies and to ensure that the same information can 
be uploaded to Medicare’s Plan Finder website. To maintain 
up-to-date FRFs, CMS coordinates with the Food and Drug 
Administration (which provides supporting files about which 
drugs have marketing approval), the National Library of 
Medicine (which provides normalized names and unique 
identifiers for drugs), and other contractors (for example, to 
update the Plan Finder with biweekly price information).

25 CMS estimates that in 2015, the agency took an average 
of 15 days to review and respond to maintenance changes 
and approximately 37 days to review and respond to 
nonmaintenance changes. In addition to CMS’s review time, 
plan sponsors also include time required for new additions to 
the formulary reference file (described in endnote 24) as well 
as for notification of affected beneficiaries.

26 CMS regulation states that Part D plans may not restrict 
access to certain Part D drugs to “specialty” pharmacies 
within their Part D network in such a manner that contravenes 
the convenient access protections of Section 1860D–4(b)
(1)(C) of the Social Security Act and 42 CFR Section 
423.120(a). An exception is if a manufacturer of a specialty 
medication has limited the distribution of its product to certain 
authorized pharmacies. In this situation, the Part D enrollee 
would be able to fill that prescription only at one of the 
designated (specialty) pharmacies.

Office of Inspector General states that independent charity 
PAPs must provide assistance to broad rather than narrow 
disease groups, manufacturers must not exert direct or indirect 
control over the charity, and the PAP must not limit assistance 
to a subset of available products (Office of Inspector General 
2014).

15 For this analysis, we assumed that each enrollee’s entire 
incremental spending in the coverage gap was for brand-name 
drugs. Among enrollees who reached the coverage gap, in 
2013, on the order of 80 percent of their spending was for 
brand-name drugs and 20 percent for generics. By assuming 
instead that all of their coverage-gap spending was used for 
brands, we provide an estimate of the maximum numbers 
of enrollees who would remain in the coverage gap rather 
than reach the OOP threshold. We also tend to overstate the 
average increase in manufacturer discount under the policy 
change.

16 For 2016, an individual is eligible to receive the low-income 
subsidy if his or her annual income is below $17,820 (or 
$24,030 for a married couple) and if the assets are below 
$13,640 (or $27,250 for a married couple).

17 We took the share of drug costs that were paid by 
beneficiaries (OOP share) by annual spending levels in $100 
increments estimated by Acumen LLC and multiplied those 
amounts by the average spending by benefit phase, calculated 
using 2013 data on drug spending. 

18 A biosimilar product is a biological product that is 
approved based on a showing that it is highly similar to an 
FDA-approved biological product, known as a reference 
product, and has no clinically meaningful differences 
in terms of safety and effectiveness from the reference 
product. Only minor differences in clinically inactive 
components are allowable in biosimilar products (http://
www.fda.gov/Drugs/DevelopmentApprovalProcess/
HowDrugsareDevelopedandApproved/ApprovalApplications/
TherapeuticBiologicApplications/Biosimilars/).

19 U.S. Pharmacopeia is a scientific nonprofit organization with 
the primary mission of setting standards for the identity, 
strength, quality, and purity of medicines, food ingredients, 
and dietary supplements.

20 The transition fill is a temporary one-time supply of up to 
30 days of medication provided during the first 90 days in a 
plan for new enrollees and during the first 90 days of the new 
contract year for the existing enrollees. For individuals living 
in long-term care facilities, the temporary supply may be for 
up to 31 days and may be renewed as necessary during the 
entire length of the 90-day transition period.
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Chapter summary

Efficiently providing access to inpatient and emergency services is a growing 

challenge in sparsely populated rural areas. Declining populations can lead to 

fewer admissions, greater inefficiencies, and increased financial difficulties. 

For example, it is difficult to efficiently staff a hospital that has less than one 

admission per day. Low inpatient volume may also make it hard for clinicians 

at rural hospitals to have enough experience with different types of patients 

and clinical situations to provide outcomes equal to neighboring higher 

volume facilities. 

Most rural hospitals are critical access hospitals (CAHs), which receive cost-

based payment for Medicare inpatient and outpatient services. However, cost-

based models have three limitations. First, cost-based payments favor hospitals 

with high cost structures over hospitals in poorer communities that are forced 

to have lower cost structures. Second, they favor the expansion of services 

with high shares of Medicare and privately insured patients rather than 

emergency services, which often have higher shares of uninsured patients. 

Third, cost-based payments reduce the incentive to control costs. 

At most CAHs, cost-based payments are well above the rates the hospital 

would otherwise receive if it were paid under Medicare’s prospective 

payment systems (PPSs). Among CAHs that closed in 2014, the median 

aggregate Medicare payments for acute and post-acute inpatient services 

In this chapter
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were $500,000 above PPS rates in aggregate. Despite the relatively high Medicare 

payment rates, these facilities were not able to stay open. The question is whether 

the existing Medicare supplemental payments (the $500,000) could preserve 

access and generate more value for the beneficiary if the supplemental dollars were 

used to preserve access to emergency services rather than being used to support 

inpatient services.

new options for rural communities

The purpose of this chapter is to discuss giving isolated rural hospitals the option of 

converting to an outpatient-only model that would be sustainable in a community 

with declining inpatient volumes. The objectives of a new outpatient-only option 

would be to: 

• Ensure access—Allow isolated hospitals (CAHs and PPS hospitals) that are 

not financially viable to convert to outpatient-only facilities that would preserve 

access to outpatient and emergency care in their community.

• Promote efficiency—Allow isolated hospitals the option of converting to an 

outpatient model if they believe that model would create more value for their 

community without increasing the overall cost of care. 

The chapter outlines two potential outpatient-only options for communities that lack 

the population to support efficient high-quality inpatient services: a 24/7 emergency 

department (ED) model and a clinic with ambulance services model.

Model 1: 24/7 emergency department 

Under the first outpatient-only model, if an isolated rural hospital chooses to 

give up acute inpatient services and cost-based payment, Medicare would give 

the facility an annual grant or fixed payment to help cover the standby costs of 

24/7 emergency services. The facility would also continue to receive Medicare 

outpatient hospital PPS rates for outpatient services (including emergency care, 

radiology services, lab services, and telehealth services). The facility would 

receive Medicare skilled nursing facility (SNF) PPS rates if it chooses to convert 

inpatient beds to post-acute SNF beds. In short, the supplemental payments 

hospitals currently receive for maintaining CAH inpatient services could be 

redirected to support stable access to emergency care. Only isolated providers that 

do not have competing nearby hospitals with a 24/7 ED would be eligible for a 

supplemental fixed payment under this model. 

Model 2: Clinic and ambulance 

The second model is for communities that cannot support a 24/7 ED and may 

have to rely on an ambulance service to stabilize and transfer patients. These 
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communities could opt to convert their existing inpatient facilities into a primary 

care clinic with an affiliated ambulance service. Similar to the federally qualified 

health center model, Medicare could provide prospective rates for primary care 

visits and ambulance transports, but also provide grant funds or other fixed payment 

to support the fixed costs of having a primary care practice, the standby costs of 

the ambulance service, and uncompensated care costs. Compared with the model 

in which a hospital becomes a stand-alone emergency facility, the clinic and 

ambulance model may be more problematic to execute. It will be more challenging 

to describe exactly what level of primary care and ambulance access is required. In 

addition, there could be a large number of isolated communities with primary care 

practices and ambulance services that do not have a hospital. These communities 

may feel they should also receive a fixed payment similar to the payment given 

to clinics in communities where a hospital is closing. The pressure to expand the 

program to include areas without a hospital closure could cause Medicare to “buy 

out the base” (i.e., support the primary care infrastructure across a large number of 

rural communities), which would raise the cost of this policy. 

Why create one more special payment program for rural 
providers? 

Medicare has several special payment models for rural hospitals. About 60 percent 

of rural hospitals are CAHs (1,300), and most are expected to remain in the CAH 

program. This chapter is not about changing the CAH program. However, the 

CAH model—which requires a hospital to maintain acute inpatient services—is 

not the best solution for all rural communities. Many small towns do not have the 

population to support efficient, high-quality inpatient services. However, they may 

be reluctant to cease inpatient services because doing so would also mean giving 

up the higher payment rates that they receive through the CAH cost-based payment 

model. The two options discussed in this chapter would allow facilities to shift to an 

outpatient-only model while maintaining some supplemental Medicare funding that 

could keep them financially viable and able to continue to serve the community.

Why limit eligibility to isolated hospitals?

As the Commission has maintained in previous reports, supplemental payments 

beyond the standard PPS rates should be targeted to isolated rural providers. Thirty-

four percent of rural hospitals are 25 or more miles from other hospitals. Some are 

more than an hour from other hospitals. The emergency access provided by these 

hospitals needs to be preserved in some form. However, there is great diversity 

among rural hospitals. Many rural hospitals—including CAHs—are 2, 5, or 10 

miles from another acute care hospital. Keeping an ED open that is 2 or 10 miles 

away from a competitor is not the same public policy priority as keeping a hospital 
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open that is 30 or 60 miles away from all other providers. Therefore, a new program 

to support stand-alone EDs in rural areas could be limited to facilities that would be 

at least some minimum number of road miles from the nearest hospital, meaning the 

Medicare program would not provide special support to EDs that are, for example, 

5 or 10 road miles from a hospital. ■
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(PPS) hospitals, critical access hospitals (CAHs) are 
not required to publicly report their outcomes data on 
Hospital Compare, though a significant share voluntarily 
report some data. In 2015, a panel of providers and other 
rural advocates was convened by the National Quality 
Forum to address quality improvement in rural areas. 
The panel recommended requiring CAHs to track their 
quality metrics and start participating in a limited set of 
CMS quality measures within two to four years (National 
Quality Forum 2015). These measures could focus on 
services frequently provided in small rural hospitals; 
for example, they could focus on heart failure patients’ 
outcomes rather than acute myocardial infarction (AMI) 
outcomes because AMI patients are often helicoptered 
to larger hospitals with cardiac catheterization labs. To 
help overcome the issue of low case volume in pay-
for-performance models, the panel also considered 
encouraging groups of hospitals to pool their data to 
generate a large enough volume of cases to evaluate 
performance. While the movement of small hospitals 
into the CMS quality improvement programs may help 
measure performance, concerns remain regarding patient 
outcomes at low-volume facilities where the staff does not 
have the benefit of experiencing a large number of similar 
clinical situations. 

Declining rural hospital volume and 
workforce changes
While the overall volume of care received and total 
per capita spending remain similar for rural and urban 
beneficiaries, rural beneficiaries’ care patterns have 
changed in two ways. First, rural hospitals’ volume of 
inpatient admissions has declined at a faster rate than 
urban hospitals. Between 2013 and 2014, the volume 
of Medicare discharges from rural hospitals with fewer 
than 50 beds declined by 8.4 percent compared with a 
3.9 percent decline at urban hospitals (Medicare Payment 
Advisory Commission 2016). This decline reflects a 
shift in care from inpatient to outpatient services and 
an increase in the share of patients who bypass rural 
hospitals and use urban hospitals for care. Between 2006 
and 2014, occupancy at small rural hospitals declined 
from 47 percent to 37 percent. In 2014, on average, urban 
hospital occupancy was 64 percent compared with 37 
percent at small rural hospitals and 41 percent for all 
rural hospitals (Medicare Payment Advisory Commission 
2016).

The second change has been the greater specialization 
of the rural clinical workforce. Historically, primary 

Introduction

Rural and urban beneficiaries receive similar 
volumes of care
In our 2012 mandated report on rural health care, 
we found significant regional variation in the overall 
volume of services used by rural beneficiaries. Medicare 
beneficiaries with similar health status had significantly 
higher use of certain services in some states than in other 
states. Despite differences in practice patterns among 
states, we found little difference in service use between 
isolated rural beneficiaries and urban beneficiaries in 
the same state. In states where service use was high for 
urban beneficiaries, service use also tended to be high 
for rural beneficiaries. Similarly, in states where urban 
beneficiaries used fewer services, rural beneficiaries 
also used fewer services. This pattern suggests that rural 
patients in communities with few local providers traveled 
for their care, resulting in rural and urban patients having 
similar volumes of physician visits, hospital admissions, 
skilled nursing facility (SNF) days, and prescription fills 
(Medicare Payment Advisory Commission 2012). Our 
2012 report examined data through 2010. Since 2010, 
large changes have not occurred in Medicare payment 
policy or in the level of spending per beneficiary in rural 
or urban areas.

Quality of care and hospital volume
As the populations in rural communities decline and 
the remaining patients often bypass their local rural 
hospitals, inpatient volumes in those hospitals decline. 
In many cases, the bypass occurs even when the services 
are available locally (Liu et al. 2008, Medicare Payment 
Advisory Commission 2012, UnitedHealth Center for 
Health Reform & Modernization 2011). Declining volume 
is a concern because low-volume rural hospitals tend to 
have worse mortality metrics and worse performance on 
some process measures (Durairaj et al. 2005, Institute of 
Medicine 2000, Joynt et al. 2013, Joynt et al. 2011a, Joynt 
et al. 2011b, Medicare Payment Advisory Commission 
2012, Ross et al. 2010, Silber et al. 2010). Given the 
research on volume and outcomes, there may be value 
for beneficiaries in maintaining local emergency access 
while giving rural communities the option of consolidating 
inpatient services at a subset of existing rural hospitals. 

There is also a concern that smaller rural hospitals have 
been left out of national efforts in quality reporting 
and improvement. Unlike prospective payment system 
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areas of metropolitan counties).1 Among the closures were 
21 CAHs (Young 2016). While 27 of the closures were 
less than 20 miles from the nearest hospital, 13 were 20 
to 30 miles from the nearest hospital and 3 were over 30 
miles from the nearest hospital. Given that 16 of the 41 
closures were more than 20 miles from the nearest acute 
care hospital, some have questioned whether Medicare’s 
current rural payment models are effective in preserving 
access to emergency services. In particular, there is an 
interest in payment models that are focused on preserving 
outpatient access rather than maintaining inpatient services 
(Thompson 2015). 

Different payment models for rural hospitals have been 
debated since the start of the prospective payment system 
(PPS) (Christianson et al. 1990). The Congress created 
the SCH program before the start of the PPS in 1983. 
The SCH program provides higher prospective inpatient 
operating payments to rural hospitals that historically 
had high inpatient operating costs. Originally, the SCH 
program was limited to rural hospitals that were more 
than 35 miles from another acute care hospital (or 25 
miles in special circumstances). However, currently, 
SCHs are allowed to be any distance from CAHs, 
meaning the program is less targeted at isolated hospitals 
than it was in the 1980s. Similar to the SCH program, 
the Congress instituted the MDH program in 1989; it 
provided a blended payment that was equal to 50 percent 
of PPS operating payment rates and 50 percent of the 
hospital’s historic inpatient operating costs trended 
forward.2 Qualifying hospitals are required to be small 
and rural and to have a high share of Medicare patients, 
but they do not need to be isolated. In the 1980s, the 
Congress also authorized the Rural Primary Care 
Hospital (RPCH) Program, and the Montana Medical 
Assistance Facility (MAF) Program was started. The 
RPCH and MAF programs provided cost-based payment 
to small hospitals that agreed to not keep patients for 
more than three or four days. The inpatient focus of these 
payment programs reflects the dominance of inpatient 
services in the financing of hospitals in the 1980s. In 
2011, the Congress reinforced the inpatient focus of 
Medicare payment by enacting a generous low-volume 
add-on payment for inpatient care at hospitals with 
fewer than 1,600 Medicare discharges that are more than 
15 miles away from another PPS hospital (Medicare 
Payment Advisory Commission 2012). Under current 
policy, hospitals receiving SCH and MDH payments can 
also receive a low-volume adjustment. 

care physicians in rural communities had a broad scope 
of practice, seeing patients in their office, covering the 
emergency department (ED), and seeing patients in 
the hospital. In more recent years, rural clinicians have 
become more specialized. From 2005 to 2009, the share 
of rural hospitals using hospitalists increased from 19.8 
percent to 41.2 percent (Casey and Moscovice 2012). Our 
site visits and interviews with rural hospital administrators 
suggest that this trend has accelerated since 2009. 
Interviewees report that increasingly fewer clinicians want 
the lifestyle associated with having an office-based clinical 
practice, covering the ED, and covering inpatient concerns 
at night. Some larger CAHs employ physicians just to 
cover the ED, hospitalist physicians to cover inpatient 
services, and clinicians to cover services provided in 
outpatient settings. The pool of clinicians now includes 
more physician assistants (PAs) and nurse practitioners 
(NPs). However, even with the lower cost of NPs and PAs, 
it can be difficult for smaller CAHs to finance separate 
clinicians for inpatient, outpatient, and emergency care as 
patient volumes decline. Therefore, low-volume CAHs 
have the difficult job of competing with each other for 
a shrinking pool of clinicians who want the lifestyle of 
operating an outpatient practice during the day, covering 
inpatient issues that arise at night, and covering the 
emergency department. 

Medicare’s special payments to rural 
hospitals
The Medicare program has several payment programs 
designed to preserve access to rural hospitals. Most of 
these programs are inpatient-centric models. The Sole 
Community Hospital (SCH) Program increases inpatient 
and outpatient payments by about $900 million to over 
300 SCHs. The Medicare-Dependent Hospital (MDH) 
Program increases inpatient payments by about $100 
million to about 150 rural hospitals. Sixty percent of rural 
hospitals (1,300) receive cost-based payment through 
the CAH program. This cost-based payment program 
increases payments to CAHs by about $2 billion per year 
relative to inpatient prospective payment system (IPPS) 
payments for acute care hospitals (Medicare Payment 
Advisory Commission 2012).

Despite the SCH, MDH, and CAH programs, rural 
hospital closures have increased in the last three years. 
Some closures reflect excess capacity, but in other 
instances, the closed hospitals were the sole provider of 
emergency services in the area. From 2013 through March 
2016, 43 rural hospitals closed (55 if we include rural 
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25 or fewer beds per CAH, the average CAH occupancy 
rate (including post-acute swing bed patients) fell to 35 
percent in 2014.

When CAHs face a decline in the number of patients 
with commercial insurance, they can face financial 
difficulties despite receiving cost-based payments from 
Medicare. Medicare pays CAHs roughly their costs for 
Medicare patients, and Medicaid also pays costs in many 
states. As a result, CAHs need to make enough profit on 
commercially insured patients or receive enough local 
government support to cover losses on the uninsured 
and bad debts. The current Medicare inpatient-centric 
payment models, in which hospitals must rely on cross-
subsidizing uncompensated care costs with profits from 
commercially insured patients, may not work in all rural 
communities. 

Inefficiency of inpatient-centric models
To qualify for the special payments in the SCH program, 
the MDH program, or the CAH program, a hospital 
must provide inpatient services. In the SCH and MDH 
programs, the amount of supplemental dollars received 
depends on the hospital’s volume of Medicare inpatient 
discharges. In the CAH program, supplemental dollars 
increase with the volumes of Medicare admissions, post-
acute days in swing beds, and other Medicare services. 
Medicare will pay its share of costs (no matter how high 
those costs go), but the hospital must keep costs low 
enough so that profits on privately insured patients (plus 
local government and charitable contributions) cover 
the costs of uncompensated care. To keep unit costs 
sufficiently below private insurer prices, hospitals need 
to have a certain volume of paying cases. A fundamental 
problem is that costs per inpatient day rise as CAH volume 
falls, which results in higher losses per uninsured day and 
lower profits per privately insured day. For example, it 
is difficult to efficiently staff a hospital with an average 
census of two patients, especially if a hospital has a census 
of four inpatients one day and zero the next. 

A key question is whether a rural hospital could stop 
providing inpatient services and still generate enough 
outpatient revenue to maintain an ED. This approach 
has been successful in some communities, but they are 
generally rural communities with a fairly high ED volume 
and payer mixes that include a large share of privately 
insured patients. Operators of stand-alone emergency 
facilities have told us that these facilities can be profitable 
in markets with 20 or more ED visits per day when most 
patients have private insurance (see text box, pp. 212–213, 

In the 1990s, the Congress expanded special payments 
beyond inpatient services. In 1997, the RPCH program 
was transformed into the CAH program. CAHs receive 
cost-based payments for inpatient and outpatient 
services. The program was later expanded to include 
cost-based payment for post-acute care in swing beds, 
on-call payments, and a 15 percent add-on to physician-
fee-schedule payments (Medicare Payment Advisory 
Commission 2005). To qualify for CAH status, a hospital 
must have 25 or fewer acute care beds, maintain inpatient 
services, maintain an emergency department (with 
clinicians available within 30 minutes), and have an 
average length of stay of 96 hours or less. 

Unlike the MAF program, the Congress initially did not 
require that CAHs be 35 or more miles from another 
hospital. The Congress permitted states to designate 
hospitals as “necessary providers” to make them eligible 
for the program and let the states determine whether a 
small hospital was rural or urban. The Congress later 
eliminated the “necessary provider” exception but 
grandfathered in about 800 hospitals that entered the 
program through the “necessary provider” exception. 
Given the program’s initial lack of targeting, 1,300 
small rural hospitals eventually entered the program 
and received Medicare payment equal to 101 percent 
of operating and capital costs for inpatient, outpatient, 
laboratory, and swing bed skilled nursing post-acute 
services. As a result, CAHs received about $9 billion 
in payments in 2012, which was about $2 billion 
more than these hospitals would have received under 
PPS rates (Medicare Payment Advisory Commission 
2012). The additional Medicare dollars helped many 
rural communities build new hospitals, and it almost 
eliminated rural hospital closures for several years. 
However, limitations of the CAH financing mechanism 
have become apparent in recent years.

Six CAHs closed in 2013, and another seven closed 
in 2014, despite having received cost-based Medicare 
payment. The financial challenges faced by CAHs can 
include factors such as declining populations, declining 
patient volume from commercial insurers, continued 
difficulty recruiting physicians, continued uncompensated 
care costs, and patients bypassing the local CAH for 
larger hospitals. In particular, the decline in admissions 
is difficult for hospitals built on an inpatient payment 
model. From 2003 to 2014, the median number of annual 
all-payer discharges among CAHs fell from over 600 
to under 400, and 10 percent of CAHs had 86 or fewer 
discharges in 2014 (Figure 7-1, p. 210). Despite having 
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derived from privately insured patients may not be enough 
to cover the costs of those who are uninsured.3 These 
hospitals may not remain financially viable even if they 
break even on Medicare because payments from private 
insurers are insufficient to offset their uncompensated care 
costs. For this reason, some hospitals we visited in poorer 
Alabama communities chose not to become CAHs. They 
needed to keep their costs below PPS rates and generate 
profits on Medicare patients to help fund the costs of the 
uninsured. 

In contrast, wealthier communities tend to have more 
privately insured patients and fewer uninsured patients, 
which results in higher revenues for hospitals in wealthier 
areas. Higher revenues allow the hospital to incur higher 
costs. Higher costs then result in high cost-based payments 
relative to PPS rates. We can see this relationship between 
non-Medicare profit margins and costs by examining costs 
per day of post-acute care (PAC) in CAH swing beds.4 We 
use post-acute costs per day because post-acute services are 
similar across CAHs and are provided by almost all CAHs. 
We found that in 2013, CAHs with higher non-Medicare 
margins had higher costs per post-acute day. On average, 
the resulting Medicare cost-based payment rate per day 
for PAC in these hospitals was roughly $200 higher than 
at hospitals that historically suffered losses on their non-
Medicare patients.5 In other words, Medicare paid higher 
rates to CAHs that were under less financial pressure than 
it paid to CAHs that were under greater financial pressure 
to constrain their costs. This finding—that hospitals 
under financial pressure have lower costs—is consistent 
with prior findings for PPS hospitals (Medicare Payment 
Advisory Commission 2015b, White and Wu 2014). 

problem 2: Cost-based payments fail to 
prioritize emergency access
All payment systems may create incentives to provide 
certain services and avoid providing others, by making 
some services relatively more profitable than others. 
For CAHs, cost-based payments often fail to create an 
incentive to focus on ED services because EDs tend 
to have a higher share of uncompensated care, fewer 
Medicare beneficiaries (which are paid at cost), and fewer 
privately insured patients (which pay more than cost) 
compared with other departments such as PAC or imaging 
services. Because Medicare beneficiaries comprise a 
smaller share of ED patients (fee-for-service (FFS) 
Medicare represents less than 30 percent of the average 
CAH’s ED charges), a dollar of additional spending by 
the hospital in the ED will not result in as much additional 

While all converting facilities that are more than 35 
miles away from another hospital could convert back to 
CAH status under current regulations, most CAHs were 
grandfathered into the program and do not meet the 35-
mile criteria. These converting facilities that are less than 
35 miles from another hospital would need a special 
waiver of CAH rules to convert back to CAH status. The 
Congress could give them a limited time frame (e.g., five 
years) to convert back to CAH status (or SCH or MDH 
status if they are PPS hospitals). That option would make 
conversion an easier decision for the board but would still 
place some limit on a facility’s ability to convert back 
to CAH status when a competing hospital is located in a 
neighboring town.

three ways cost-based payment models 
misdirect Medicare dollars 

While the CAH program has helped many hospitals 
and has strong support among rural providers, it uses a 
cost-based model that has three main limitations. First, 
cost-based payments fail to direct payments toward 
isolated hospitals having the greatest financial difficulty. 
Instead, hospitals in high-income areas with higher non-
Medicare margins tend to have higher costs and thus 
receive higher Medicare payments. Second, cost-based 
payments encourage providers to expand service lines 
with high Medicare and private-payer shares rather 
than primarily focus on services that are needed on an 
emergency basis. Thus, cost-based services can lead, for 
example, to expansion of post-acute swing bed services 
and outpatient services (e.g., mobile MRI services) that 
are not needed on an emergency basis. Third, cost-based 
models reduce the incentive for hospitals to control their 
costs and can lead to unnecessary growth in capital costs, 
despite declining volumes. Before we discuss alternatives 
to cost-based reimbursement, we will review how cost-
based reimbursement under the CAH program helps 
wealthier hospitals, affects service offerings at small rural 
hospitals, affects hospital cost structures, and preserves 
some hospitals but fails to preserve others. 

problem 1: Cost-based payment favors 
hospitals that can afford high cost structures
Cost-based payments do less to help poor communities 
with low cost structures than communities with high cost 
structures. Poor communities tend to have fewer private-
pay patients and more uninsured patients, and the profits 
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acute care rose from roughly 10 percent to 50 percent of 
CAHs’ acute inpatient revenue. While CAHs constitute a 
relatively small share of PAC providers, they have gained 
market share. In 2003, post-acute payments to hospitals 
that became CAHs accounted for 3 percent of Medicare’s 
SNF payments (urban and rural). By 2013, they accounted 
for 5 percent of SNF payments. In 2013, post-acute 
swing bed payments to CAHs totaled $1.5 billion. The 
higher payment level for PAC services (above PPS rates) 
represented a material share of the more than $2 billion in 
payments above PPS rates received by CAHs. This trend 
illustrates how cost-based payments can direct resources 
toward profitable services rather than the services needed 
for emergency access. 

Medicare revenue as a dollar of additional spending by 
the hospital in a more Medicare-focused department such 
as post-acute care or cardiac therapy. For example, if 25 
percent of a hospital’s ED patients are Medicare patients, 
Medicare will increase payments by $25 for every $100 
in additional expenses within the department. In contrast, 
if Medicare beneficiaries represent 80 percent of its post-
acute swing bed days, the Medicare program will increase 
payments by $80 for every additional $100 spent on post-
acute care. 

CAHs tended to expand services that became relatively 
more profitable after transitioning to cost-based Medicare 
payments. Between 2003 and 2013, revenue for post-

stand-alone emergency departments in urban areas

A small but growing share of urban emergency 
department (ED) facilities are stand-alone 
facilities located off the primary hospital 

campus. These facilities are of two types, both of which 
are growing in number: hospital-affiliated off-campus 
emergency departments (OCEDs) and independent 
freestanding emergency centers (IFECs). 

hospital-affiliated off-campus emergency 
departments
In 2015, 387 OCEDs were operating in the United 
States. These facilities are affiliated with 323 hospitals. 
About 6 percent of hospitals have at least one OCED; 
these hospitals tend to be urban, affiliated with a health 
system, and relatively large facilities. Most of these 
hospitals operate a single OCED, but 30 hospitals 
(8 percent) have multiple OCEDs (between 2 and 7 
OCEDs). Between 2008 and 2015, the number of 
hospitals with an OCED increased 76 percent. 

OCEDs are able to bill Medicare if they are deemed 
provider-based facilities. To be deemed a Medicare 
provider-based facility, OCEDs must be in compliance 
with the standard hospital and ED requirements, be 
financially and clinically integrated with the hospital, be 
publicized as an affiliate of the hospital, and be located 
within 35 miles of the hospital. OCEDs can bill Medicare 

under the outpatient prospective payment system (OPPS) 
for a beneficiary’s ED visit and any ancillary services 
(e.g., imaging and lab services), while the clinician can 
bill under the Medicare fee schedule for physicians 
and other health professionals just as in an on-campus 
ED.6 Most other insurers pay OCEDs a facility fee and 
generally consider OCEDs in-network facilities.

The vast majority of OCEDs offer ED services 24 
hours per day; basic imaging services such as X-rays, 
computed tomography (CT) scans, and ultrasounds; and 
on-site lab services for basic diagnostic analysis. They 
do not typically provide trauma services (e.g., patients 
coming from car accidents or with gunshot wounds), 
and most receive ambulance transports less frequently 
than do hospital EDs. OCEDs range in size, with larger 
facilities serving as many as 100 patients per day and 
the smallest facilities serving 20 patients per day. Larger 
OCEDs may also offer MRI and primary care and house 
physician specialists’ offices, and they tend to take more 
ambulance transports than smaller OCEDs. OCEDs 
have one or more physicians on-site at all times, and 
physicians are typically contract employees. OCEDs 
often advertise that they are open longer (24 hours per 
day) than urgent care centers and serve higher acuity 
medical conditions such as respiratory distress, head 
injuries, dehydration, infection, orthopedic injuries and 
fractures, and abdominal pain. 

(continued next page)



213 

problem 3: Cost-based payments reduce the 
incentive for cost control
Paying a hospital 100 percent of its costs reduces the 
incentive for cost control, and paying a hospital more 
than 100 percent of its costs for its Medicare patients 
could significantly reduce the incentive for cost control. 
To illustrate, consider the extreme example of a hospital 
that is paid more than 100 percent of its Medicare 
costs. Assume that a hospital is paid 115 percent of its 
Medicare and Medicaid costs. A payment of 115 percent 
of costs would be a significant concern if certain hospital 
departments had very high shares of Medicare patients. 
For example, suppose the hospital served an aging rural 

Cost-based payments (coupled with high private-payer 
rates) can also encourage providers to expand outpatient 
services that are not needed on an emergency basis 
and cannot be delivered for a competitive price in the 
community. For example, by 2013, 81 percent of CAHs 
were billing for MRIs (Briggs et al. 2016). Some CAHs 
own MRI machines, but many others use mobile units 
that come to the CAH. In 2013, the estimated cost of an 
MRI at CAHs was $633 per MRI. This rate is significantly 
above outpatient PPS rates for MRIs. While local 
emergency services are necessary, certain CAH services 
such as mobile MRI services are generally not used in 
emergency situations.

stand-alone emergency departments in urban areas (cont.)

OCEDs are permitted in most states, but in certain 
metropolitan areas such as Seattle, Dallas, Houston, 
and Denver, more have opened in recent years. OCEDs 
are typically located within 5 to 10 miles of the 
affiliated hospital and are typically located in areas with 
rapid population growth—not always in communities 
with access deficiencies, such as communities with 
recently closed hospitals. In some cases, OCEDs 
are built outside the hospital because hospitals have 
exhausted the capacity of their architectural footprint. 
In other cases, OCEDs are built strategically near other 
hospitals to capture market share from competitors.

Independent freestanding emergency 
centers 
IFECs are a relatively new phenomenon in the health 
care industry and have grown rapidly. We have 
identified 172 IFECs; the vast majority are in Texas, 
where the number increased from zero in June 2010 
(when state licensure of IFECs began) to 156 facilities 
in May 2015. Colorado and Arizona also have IFECs. 
IFECs are located in urban and suburban communities 
and tend to locate in areas with rapid population growth 
that are relatively affluent and have a well-insured 
population. They tend to offer services similar to 
smaller OCEDs, such as X-rays, CT scans, and basic 
lab services.

IFECs cannot currently bill the Medicare program for 
ED services because they are not considered provider-
based facilities. Therefore, their patient mix tends to 
have higher shares of privately insured patients and 
smaller shares of Medicare and Medicaid patients. 
Private insurers often do not contract with these 
facilities, and they are often treated as out-of-network 
providers. Several IFECs have made efforts recently 
to partner with hospitals to obtain Medicare provider–
based status and to begin billing Medicare under the 
hospital OPPS. 

Regulations of oCeDs in rural and urban 
areas
Due to Medicare’s 35-mile restriction associated with 
provider-based facilities, many isolated rural hospitals 
cannot become OCEDs. As a result, there are currently 
very few rural OCEDs. Therefore, the IFEC model 
would require new legislation allowing isolated stand-
alone EDs to bill Medicare.

Currently, Medicare cannot distinguish OCED 
claims from on-campus hospital ED claims. To better 
understand what patients are being served by OCEDs, 
Medicare could consider tracking OCED claims. CMS 
currently has the regulatory authority to require OCEDs 
to bill with a special modifier so that their claims can 
be tracked. ■
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buildings. From 2003 to 2013, CAHs’ capital costs (which 
include depreciation, lease, and interest costs) increased 
from 5.7 percent of total revenue to 7.1 percent of total 
revenue (Table 7-1). Some CAHs’ facilities and equipment 
may have needed replacement, but it is questionable 
whether the updates to inpatient facilities were always 
needed, given the decline in discharges at CAHs. In 
comparison, PPS hospitals’ capital costs rose slower 
than their revenue and were 5.6 percent of total revenue 
in 2013. The combination of growing capital costs and 
declining admissions illustrates how the incentives in the 
cost-based payment system are misdirected.

higher inpatient payments do not 
always keep the emergency department 
doors open

To evaluate the level of supplemental payments (above PPS 
rates) that CAHs received before their closure, we examined 
inpatient payments for both post-acute and acute care. Of 
the seven CAHs that closed in 2014, we found that, before 
closure, all seven received Medicare cost-based payments 
of $900 or more per day for post-acute care in swing beds; 
six of the seven received aggregate Medicare payments for 
post-acute care in swing beds that were at least $400,000 
above SNF PPS rates (Table 7-2, p. 216). 

For acute inpatient services, we compared the cost-based 
payments CAHs received for acute inpatient services 
with how much they would have received under the PPS 
system.7 We found that, on average, cost-based rates 
and IPPS rates (including special rural payments) in 
2013 were about equal for the average CAH, which is 
an artifact of CAH cost accounting (Table 7-2, p. 216). 
CAHs typically allocate a disproportionate share of 
their costs to post-acute care days because of Medicare 
regulations. (See online Appendix 7-A, available at http://
www.medpac.gov.) The combination of CAHs allocating 
a smaller share of their costs to acute inpatient care along 
with special payments for rural inpatient care (i.e., SCH, 
MDH, and low-volume adjustments) resulted in cost-
based payments for acute inpatient services being close 
to the PPS rates with the rural add-ons. Combining the 
supplemental payments for both post-acute care and acute 
inpatient care, the median CAH received $800,000 in 
supplementary payments above PPS rates in 2013 (Table 
7-2). Among the seven closed hospitals, the median CAH 
received $500,000 in payments above the comparable PPS 
payments.8 These extra payments for inpatient care were 

community and 90 percent of the hospital’s cardiac 
patients were Medicare beneficiaries or Medicaid patients. 
Also assume that Medicaid paid the CAH cost-based 
reimbursement as it does in many states. In this extreme 
case, the incentive for cost control would be eliminated, as 
follows: 

Medicare payment = 115 percent × all department costs × 
Medicare share of department charges 

Or, consider the implications given a cardiology 
department where 90 percent of patients are Medicare 
beneficiaries:

Medicare payment = 115 percent × all cardiac department  
costs × 90 percent = 104 percent of all cardiac department 
costs

In the example above, the hospital’s revenue would 
increase by $104 for every extra $100 of expenses in the 
cardiac department. Under this payment, the incentive to 
control costs would be eliminated.

Consider a more realistic and common example. Under 
current Medicare law, CAHs are paid roughly 100 
percent of their costs; many state Medicaid programs also 
pay CAHs cost-based payments. If the CAH’s cardiac 
department had 50 percent of its patients on Medicare 
and 10 percent on Medicaid, the CAH would receive 
cost-based reimbursement for 60 percent of its patients. 
Under this payment system, if purchasing a new piece 
of equipment increased costs in the department by 
$100,000, it would receive $60,000 in additional cost-
based reimbursement ($100,000 × 60 percent). Therefore, 
if a $100,000 expenditure brought more than $40,000 of 
private revenue and other value to the community, the 
hospital would have an incentive to take on that additional 
$100,000 expenditure. The incentive to control costs is not 
eliminated, but it is reduced. We can see some evidence 
of this reduced incentive for cost control by examining 
capital expenditures at CAHs. We examined 557 hospitals 
that were CAHs in 2003 and in 2013. We found that their 
capital costs increased faster (125 percent over 10 years) 
than PPS hospitals’ capital costs (38 percent over 10 
years). While not all CAHs were updated, a significant 
number of CAHs were remodeled or replaced with new 
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Are cost-based rates higher than pps rates 
for CAh outpatient care?
Another question is whether Medicare program payments 
for outpatient services would decline if hospitals shift from 
CAH status to outpatient PPS rates. Past Commission 
work suggests that the Medicare program’s share of 
cost-based payments to CAHs for outpatient services 
(net of patients’ coinsurance liabilities) is roughly equal 

not sufficient to keep these hospitals open because the 
extra payments were absorbed by the high inpatient costs 
per day of care at these hospitals. For policymakers, a key 
question is whether these hospitals could have retained 
emergency capacity if the Medicare program had directed 
the supplemental payments toward preserving emergency 
services rather than subsidizing acute and post-acute 
inpatient services.

t A B L e
7–1 Critical access hospital cost growth  

Critical access hospitals pps hospitals

Mean number of total discharges

Growth, 2003–2013 –27% 1%

Mean number of Medicare swing bed days

Growth, 2003–2013 5% –34%

Medicare FFs revenue

Growth, 2003–2013 125% 38%

total all-payer revenue

Growth, 2003–2013 74% 73%

Capital cost

  Growth, 2003–2013 125% 56%

% %
% %
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Coinsurance at critical access hospitals

Medicare patients (or their medigap plans) pay CAHs 
coinsurance equal to 20 percent of charges for many 
outpatient services. Paying 20 percent of charges 
was originally the coinsurance policy used for PPS 
hospitals, but after a 1995 recommendation by one of 
the Commission’s predecessor agencies, the Congress 
shifted the coinsurance policy used for PPS hospitals 
from coinsurance based on charges to coinsurance equal 
to 20 percent of the PPS amount (Prospective Payment 
Assessment Commission 1995). CAH coinsurance 
remained at 20 percent of charges. Because charges are 

to the program’s share of PPS rates (Medicare Payment 
Advisory Commission 2012). Therefore, we would not 
expect significant program savings from shifting from 
CAH program payments for outpatient services to PPS 
rates. However, beneficiary cost sharing is substantially 
higher under the CAH program than it would be under the 
outpatient PPS. Beneficiaries’ coinsurance at CAHs is set 
at 20 percent of charges, which is roughly half of the cost-
based payment (Medicare Payment Advisory Commission 
2011). Therefore, Medicare beneficiaries would see the 
substantial savings from shifting from cost-based to 
outpatient PPS rates.

t A B L e
7–2 Despite total inpatient payments above pps rates in  

the year before closure, seven CAhs closed in 2014  

Location 
of the 
seven 
CAhs that 
closed in 
2014 

2013

total  
(all payer) 
discharges

Medicare 
discharges

Acute 
inpatient 
Medicare 
revenue

Annual 
acute  

inpatient 
payments 
above pps 

rates

Medicare 
post-
acute 
swing 

bed days

payment 
per post-
acute day

Annual 
post-acute 
payments 

above 
snF pps 

rates

total 
inpatient 
acute and 
post-acute 
payments 
above pps

  52   42

222
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as CT scans, it may be less expensive for a beneficiary 
to negotiate a cash price rather than pay the Medicare 
coinsurance for the CAH-provided service. 

A shift in the payment model away from cost-based 
reimbursement to a new model that gives the provider a 
fixed payment or grant for overhead services and pays 
the provider PPS rates would lower beneficiaries’ cost 
sharing to approximately 20 percent of outpatient PPS 
rates.9 It would also eliminate the current incentive 
that beneficiaries without supplemental insurance have 
to bypass their local CAH for facilities with lower 
coinsurance for outpatient services.

Medicare may achieve greater efficiency 
and financial stability at some rural 
hospitals by subsidizing emergency 
services rather than inpatient care 

Although cost-based payment covers a provider’s 
Medicare costs, it does not generate profits to cover 
significant uncompensated care costs from treating 
uninsured patients or ED patients who have high-
deductible private insurance policies. In the end, the 
inpatient focus and the cost-based focus both present 
barriers to preserving access for at least two reasons: 

• The inpatient models (including the CAH model) 
provide higher inpatient payments, but the payments 
are largely accounted for by high inpatient costs. Few 
financial resources may be left to invest in providing 
emergency care. 

greater than costs, CAH patients pay more than 20 percent 
of costs as coinsurance. In 2006, the average Medicare 
patient at a CAH paid 44 percent of costs as coinsurance 
for services for which coinsurance is required (Medicare 
Payment Advisory Commission 2011). However, charges 
are growing faster than costs (markups are increasing), 
which has caused an increase in patient coinsurance 
relative to the cost of care. Between 2006 and 2013, 
coinsurance as a share of cost rose from 44 percent to 
49 percent (Table 7-3). Similarly, the Office of Inspector 
General found that, in 2012, coinsurance was 47 percent 
on average for services at CAHs that required coinsurance 
(Office of Inspector General 2014). 

Table 7-3 shows the average share of CAH outpatient 
costs paid as coinsurance, but coinsurance can vary widely 
across hospitals and across services due to wide variations 
in hospitals’ charging practices. For services with lower 
markups, such as ED visits, coinsurance in 2013 was 
usually 20 percent to 50 percent of costs. For computed 
tomography (CT) scans, a higher markup service, the 
coinsurance that year was usually over 50 percent of costs, 
and over 100 percent of costs for a fourth of CT scan 
patients. In these cases, the CAH collects 20 percent of 
charges (which is more than the cost of the service) from 
the beneficiaries (or their supplemental insurer); then at 
year-end Medicare settlement, the hospital has to pay the 
Medicare program a portion of that coinsurance because 
the patient’s coinsurance exceeded the full payment due 
to the hospital (the cost-based payment rate). Coinsurance 
for CAH outpatient services can be substantial for the 
19 percent of FFS beneficiaries without supplemental 
insurance (Medicare Payment Advisory Commission 
2015a). In fact, for some high-markup services such 

t A B L e
7–3 Coinsurance at critical access hospitals has grown as charges have grown  

Year

Coinsurance as a share of cost of care

All outpatient services  
including lab

only outpatient services  
that require coinsurance

% 44%
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and primary care capacity are the desired services, then 
Medicare should pay for standby emergency capacity and 
primary care capacity directly with the fixed payment 
rather than indirectly through increasing payments per 
inpatient day. This approach would help rural communities 
where the volume of services and the payer mix is 
insufficient to support a traditional hospital with an 
inpatient department. 

All hospitals that convert to an outpatient-only facility 
would receive equal annual fixed-payment amounts. 
Unlike a cost-based model, hospitals with higher cost 
structures (often those with more financial resources) 
would not receive a higher payment. The fixed payment 
would also not increase with volume because standby 
ED costs will not materially shift with volume changes. 
It would also differ from cost-based models in that the 
hospital would no longer have an incentive to offer 
services for which their costs are not competitive (e.g., 
post-acute services or MRI services) because additional 
volume would not lead to increases in supplemental 
Medicare payments. 

We would expect the new Option 1 to change the financing 
and delivery of care in several ways: 

• Hospitals could choose to eliminate acute inpatient 
services. 

• Hospitals choosing to eliminate acute inpatient 
services and accept PPS rates would receive a fixed 
supplemental payment from Medicare. The inpatient 
volume would flow to neighboring hospitals, 
potentially improving the neighboring hospitals’ 
financial condition.

• Some hospitals may convert their hospital beds to SNF 
beds, for which they would receive SNF PPS rates.

• Outpatient facilities would place a priority on 
emergency care and would have the additional 
fixed payments to fund that care. We would expect 
outpatient clinics (e.g., federally qualified health 
centers and freestanding rural health clinics) to 
continue operating.

• The facilities would have greater flexibility to use 
telehealth consultations. The facility would still 
receive the telehealth fee that hospitals currently 
receive, but could also use the fixed payment to help 
support telehealth. (See Chapter 8 for a more lengthy 

• Cost-based Medicare reimbursement does little for 
hospitals with very low volumes of private-payer 
patients and high levels of uncompensated care. 
Medicare and Medicaid pay roughly the cost of their 
patients’ care, but if hospitals do not achieve profits on 
privately insured patients or local government funding, 
the hospital will not be able to cover uncompensated 
care and bad debt. The hospital can fail, and 
beneficiaries’ access may be compromised if there is 
not an alternative in the area.

new option 1: A 24/7 emergency 
department model
There is a growing interest in trying to preserve access to 
24-hour emergency services in rural areas without having 
the hospital encumbered by the need to provide inpatient 
services (Morse 2015). This interest in part stems from the 
significant decrease in rural hospital admissions over the 
past decade, with occupancy at small rural hospitals falling 
to 37 percent (Medicare Payment Advisory Commission 
2015b). Under a 24/7 ED model, the strategy is to redirect 
funds away from inpatient acute and post-acute care and 
toward maintaining emergency services. 

Under the 24/7 ED model, Medicare would pay the 
facility standard hospital outpatient rates plus a fixed 
payment to partially cover overhead services. This 
approach would encourage the outpatient facility to focus 
on ED services, ambulance services, and primary care. 
The fixed payment could be used to support the standby 
costs of the emergency department and other services 
that help preserve access such as telehealth services (see 
Chapter 8 for a description of telehealth services). The 
new outpatient facility could also provide outpatient 
observation services, paid at the outpatient PPS rate.

A few rural facilities currently operate stand-alone 
EDs with an attached outpatient clinic. A study by the 
University of North Carolina suggests that the cost of 
operating a low-volume 24/7 ED facility with an attached 
outpatient clinic is about $5 million per year (Williams 
et al. 2015). Our discussions with accountants and ED 
operators support estimates at this general level. To make 
the model available to poorer communities that have 
limited taxpayer support, the Medicare program could 
provide some fixed level of financial support. For isolated 
hospitals willing to close inpatient services, the program 
could provide a fixed payment (e.g., $500,000) and pay 
for outpatient services using outpatient PPS rates. The 
rationale for this approach is that if standby emergency 
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likely have to rely on an ambulance service to stabilize 
and transfer patients. However, the low population 
density would also make it difficult to retain primary 
care providers and support an ambulance service. An 
alternative for these communities could be a primary 
care facility with an affiliated ambulance service. Similar 
to the federally qualified health center (FQHC) model, 
Medicare could provide prospective rates for primary care 
visits and ambulance transports and could make a fixed 
payment or grant to support the capital costs of having a 
primary care practice, the standby costs of the ambulance 
service, and uncompensated care costs. There could also 
be a requirement for some local matching funding, such as 
hospital district funding that is now in place in many parts 
of the country for small rural hospitals. Medicare could 
also require that the eligible clinics be some distance away 
from hospitals to prevent duplicative capacity.

The Kansas Hospital Association (KHA) is evaluating 
two options: a 12-hour Primary Health Center Model 
(similar to the new Option 2 model of clinic plus 
ambulance) and a 24/7 model where an emergency 
department would be available 24 hours a day (similar 
to the new Option 1 model discussed (Morse 2015, 
Thompson 2015, Washington State Hospital Association 
2015). The 12-hour model discussed by the KHA 
would differ from a traditional FQHC in that it would 
be open 365 days a year and have additional emergency 
stabilization-and-transfer ability. Despite being open 365 
days a year, some communities may be reluctant to give 
up 24-hour emergency access. 

From a payment policy perspective, the clinic and 
ambulance model will be more challenging to define 
than the 24/7 stand-alone ED model. In the 24-hour ED 
model, an existing hospital’s organization is in place, 
including a governing board that could accept the annual 
fixed payment from CMS after they close their inpatient 
capacity. In addition, in the 24-hour model, the fixed 
payment will also be contingent on providing a specific 
product, namely an ED that is staffed 24 hours a day. By 
contrast, in the clinic with ambulance model, it is less clear 
what entity would receive the fixed payment, and it may be 
more problematic to execute. It will be more challenging 
to describe exactly what level of primary care and timely 
ambulance access is required to receive the fixed payment 
from the Medicare program. In addition, there could 
be a large number of existing small-town primary care 
practices and ambulance services that may argue that they 
should receive a fixed payment equal to those received by 
providers in towns that lost a hospital. This situation could 

description of telehealth consultations in emergency 
and nonemergency situations.)

• Without inpatient services and nonemergency 
outpatient services such as MRI, the hospital’s cost 
of delivering care would be substantially lower than 
under the current inpatient models.

While hospitals that eliminated their inpatient departments 
would see a decline in Medicare revenue, revenues would 
not decline as much as costs due to retaining a fixed 
payment. In many cases, we expect that the PPS payments 
plus the fixed payment would exceed the new lower 
levels of Medicare costs. Under these circumstances, 
Medicare would explicitly be covering more than its share 
of standby capacity costs to preserve access for Medicare 
beneficiaries. 

The facility would also have the option of aligning with 
larger hospitals in the area to help support some functions 
at the outpatient-only facility. For example, the larger 
hospital could help with peer review of physicians, 
purchasing supplies, and billing for services. The idea 
is that the new outpatient-only facility would work 
cooperatively with other health care providers to give 
members of the community continuity of care across 
settings. 

Who would receive the fixed payment to maintain 
a 24/7 eD?

A hospital that eliminates inpatient services (acute and 
post-acute swing services) and accepts outpatient PPS 
rates could receive the fixed payment. To ensure that the 
funds are used as intended, the facility could be required 
to use the fixed payment for emergency standby capacity, 
ambulance service losses, telehealth capacity, and 
uncompensated care in the ED.

It is not clear how many providers would choose to convert 
from a PPS hospital or CAH status to an outpatient facility 
under the new program. How many would convert would 
in part be determined by the size of the fixed payment and 
how the program was targeted. Ideally, the fixed-payment 
model would target isolated providers only; isolated could 
be defined as a certain driving distance from other EDs.10 

new option 2: A clinic and ambulance 
model in towns too small to support a 24-
hour emergency department 
The smallest communities—generally unable to support 
an ED open 24 hours per day, 7 days per week—would 
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Require local government contributions?
To provide some assurance that the local community 
values the local provider, policymakers could consider 
requiring the local community to provide some matching 
funding to the new entity under the new Option 1 
or Option 2 models. For example, if the Medicare 
program contributed a $500,000 fixed payment, the 
local community could be required to contribute a 
percentage matching contribution (e.g., $250,000 
annual contribution). By limiting the supplemental fixed 
payments to markets where the local hospital district, 
county, or city government was willing to put a tangible 
value on the provider of emergency access, greater 
assurance would be provided that the federal dollars were 
being appropriately targeted. However, there are some 
reasons why policymakers may choose not to require a 
matching payment from local sources. For example, it may 
be more difficult for the poorest communities to approve 
local funds or county funds to support the hospital, or 
it may be difficult for communities to make multiyear 
commitments to provide matching funds. 

Conclusion

We have discussed some limitations of the current 
rural payment models. Specifically, they can promote 
inefficiencies and, despite cost-based Medicare payments, 
do not always result in financially viable hospitals. 
Therefore, there may be a need for a new rural payment 
option that could promote greater efficiency and better 
maintain access to care.

For hospitals that choose to participate, the combination 
of a Medicare fixed payment or grant and potentially local 
support could help pay for 24-hour standby emergency 
capacity in small rural communities. Buying a defined set 
of services, such as standby emergency capacity, would 
make this program easier to administer than giving rural 
hospitals a global budget for all services.11 

Implementing a 24/7 ED model would require action 
by the Congress and the boards of rural hospitals. The 
Congress would have to enact new payment model 
options. Hospital boards in small communities would 
have to accept giving up inpatient services to preserve 
emergency access. Giving up inpatient services would be 
a difficult decision even if a hospital board thought that 
their current model was not sustainable or did not deliver 

result in Medicare “buying-out the base” (i.e., supporting 
the entire primary care infrastructure of large numbers of 
communities, including those not losing a hospital) and 
thus raising the cost of this policy. 

Limiting the fixed payment to isolated 
providers
Rural hospitals, including CAHs, are widely diverse. 
About a third of rural hospitals are 25 or more miles from 
other hospitals. Some are more than an hour from other 
hospitals. However, other hospitals (including CAHs) are 
2, 5, or 10 miles from a competing hospital. The value of 
keeping open a hospital that is 5 miles from a competitor 
is less than the value of keeping open a hospital that is 60 
miles from the next hospital. The emergency access that 
isolated hospitals provide needs to be preserved, and in 
certain circumstances, preserving this access will involve 
Medicare payment rates that are higher than standard 
PPS rates. 

In the Commission’s 2012 report on rural health care, 
we stated that special rural payments should be targeted 
to isolated low-volume providers that are at least a 
certain distance from other providers (Medicare Payment 
Advisory Commission 2012). A distance requirement 
would encourage two neighboring low-volume hospitals 
to consolidate into one higher volume facility. There is 
a substantial body of literature showing a relationship 
between volume and outcomes, including hospital 
mortality, suggesting that a merger of nearby facilities 
would reduce mortality rates in rural areas (Durairaj et 
al. 2005, Institute of Medicine 2000, Joynt et al. 2013, 
Joynt et al. 2011a, Joynt et al. 2011b, Medicare Payment 
Advisory Commission 2012, Ross et al. 2010, Silber et 
al. 2010). However, isolated providers would need to be 
preserved to retain beneficiaries’ access to emergency 
care.

Isolated providers could be targeted through the new 
models if qualifying hospitals were limited to hospitals 
that were closing their inpatient units and were located a 
certain travel distance (road miles) from another hospital. 
This approach would help increase patient volume 
at remaining inpatient facilities. In addition, merging 
neighboring low-volume hospitals could help physician 
recruitment because physicians’ on-call burden would be 
reduced when a small area’s EDs were reduced from two 
to one. Any consolidation of hospitals would be difficult 
but could yield material benefits in terms of improved 
patient outcomes and physician recruitment. 
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The end goal is to preserve access to emergency services 
in isolated rural areas where there are no alternatives. 
The mechanism for achieving this goal efficiently is to 
shift from providing supplemental funds for low-volume 
inpatient services to a fixed payment model that funds 24/7 
emergency access. The fixed payment would help fund 
the cost of ED standby capacity and the cost of indigent 
patients using the facility. In the long run, given the current 
funding situation of the Medicare program, there is the 
broader question of what share of the cost of preserving 
access for all patients should be borne by Medicare. ■

adequate value to their community. To reduce hospital 
boards’ possible concerns over substantial changes to 
care delivery in their communities, CMS could allow the 
facilities to revert to CAH status within 5 years (even if 
they do not meet the 35-mile distance requirement) if 
conditions changed and a board determined that local 
inpatient services were needed. Similarly, if a PPS 
hospital was an SCH or an MDH before conversion to 
an outpatient-only facility, they would have the option to 
revert back to that special status within five years.
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1 We generally define rural as all areas outside of metropolitan 
statistical areas (MSAs). This definition of rural includes 
micropolitan areas. Others have a broader definition of rural 
areas that includes some small towns within MSAs. For 
example, others may categorize towns as rural if they are 
outside the commuting zone of larger cities, even if the county 
they are located in is considered part of an MSA. Given these 
different definitions of rural, we present information on 
hospital closures using both our definition (non-MSA) and the 
broader definition that is often used by the Federal Office of 
Rural Health Policy.

2 The MDH program was later changed so that MDHs receive 
the higher of (a) payments based on 75 percent of their case-
mix-adjusted historical inpatient operating costs per case 
trended forward and 25 percent based on operating PPS rates 
or (b) 100 percent of operating PPS rates.

3 In fact, because of the way cost-based reimbursement works, 
Medicare reimbursement is reduced for every uninsured 
patient served. For example, assume that two CAHs were 
both committed to serving all of the indigent patients in their 
communities. Assume the two hospitals had identical levels 
of fixed costs, identical numbers of Medicare patients, and 
identical mixes of cases among their paying patients. The only 
difference was that one of the two hospitals had one additional 
indigent patient. The hospital with the one additional indigent 
patient would have that patient’s variable costs allocated to 
that additional patient. However, its fixed costs would be 
averaged over more patients, resulting in lower costs per 
discharge (i.e., same fixed costs, one more patient). The 
lower fixed cost per patient would result in lower CAH cost-
based Medicare payments per discharge and lower Medicare 
payments in aggregate. This example illustrates how serving 
additional indigent patients can reduce the Medicare share and 
result in lower payments under a cost-based model. 

4 Swing beds are beds in small rural hospitals that can be used 
for acute or post-acute care. PPS hospitals are paid SNF 
rates for swing bed services, but CAHs are paid cost-based 
payment for swing bed services. For these services, the 
median payment was $1,800 per day in 2013. This payment 
compares with the $300 per day that an average PPS hospital 
receives for swing bed care and the $400 per day that SNFs 
receive on average for post-acute care. See online Appendix 
7-A (available at http://www.medpac.gov) for a description of 
how the cost accounting for swing beds can overallocate costs 
to swing beds and how high swing bed payments reduce the 
extra payments hospitals receive for acute inpatient services. 

5 We looked at the relationship between historic non-Medicare 
(private, Medicaid, and uncompensated care) margins and 
Medicare payments per post-acute day in two ways. Both 

methods suggest that CAHs with higher profits on their non-
Medicare business receive higher post-acute care payments 
from Medicare. Medicare’s post-acute care payments per day 
at these high-margin hospitals were about $200 more per day, 
on average, than at low-margin CAHs when the hospitals 
have similar volumes of total inpatient days. In both methods, 
we started with a sample of 862 CAHs that had valid cost 
report data and a material number of inpatient days (over 
700 combined inpatient acute and swing bed days). We then 
divided the sample CAHs into three groups based on their 
median margins on their non-Medicare business during the 
three years from 2010 to 2012: 300 CAHs with median non-
Medicare margins over 5 percent; 233 with medians between 
0 percent and 5 percent; and 329 with medians below zero. 
We then conducted a Tukey mean separation test to examine 
differences in payments per post-acute day across the three 
groups. The historically high-profit hospitals had Medicare 
payments that were $250 per day higher than the hospitals 
that historically had losses. The difference is statistically 
significant (p < 0.05). We also estimated ordinary least 
squares regressions where the log of Medicare payments per 
post-acute day is modeled as a function of the log of inpatient 
volume (number of all-payer inpatient days) and historic 
margins. The implication of the regression coefficients 
is that the typical hospital in the high-profit group would 
have payments of roughly $200 per day more than a typical 
hospital in the low-profit group. In various versions of the 
regression model (e.g., with and without log transformation 
of costs, with and without controlling for county income), the 
coefficient on historical non-Medicare margins was always 
significant at the p < 0.001 level. 

6 Under the OPPS, Medicare maintains different payment rates 
for hospital EDs that are open 24 hours a day and 7 days per 
week (Type A visits) and for those that are open less than 24/7 
(Type B visits). In general, payment amounts for Type A visits 
are higher than payment amounts for Type B visits because 
facilities that are open 24/7 have higher facility and labor 
costs. OCEDs largely bill for Type A visits because they are 
open 24/7.

7 CAH’s cost reports record their Medicare costs, payments, 
discharges, and other information for their annual cost 
reporting periods, which vary among CAHs and often overlap 
portions of two federal fiscal years. Our goal was to estimate 
what each CAH would have been paid under the inpatient 
hospital PPS for its 2013 cost reporting period. We first 
identified all the claims from Medicare’s inpatient hospital 
claims files with discharge dates in each CAH’s 2013 cost 
reporting period. We then used the fiscal year 2013 version 
of our PPS payment model to estimate PPS payments for 
each CAH using the matched claims. To do this calculation, 
we had to fill certain gaps in CAH reporting. For example, 

endnotes
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9 The Commission recognizes that the term grant may carry 
certain connotations within the context of federal funding. 
Our use of the term in describing funding for the options 
discussed in this chapter does not imply the endorsement of 
any or all of the administrative apparatus typically associated 
with federal grant funding. We do use the term, however, to 
distinguish how the new entities under these models would 
be funded in contrast to alternative funding constructs. In 
the Commission’s view, Medicare would give fixed sums 
to qualifying providers who agree to convert to one of the 
models and discontinue providing inpatient hospital services. 

10 As has always been the case with Medicare policy, the 
minimum distance would be calculated using road miles. The 
Department of Veterans Affairs has also recently switched 
to using road miles (rather than “as the crow flies” miles) to 
compute distance (Department of Veterans Affairs 2015).

11 Fixed budgets for a broader scope of services (e.g., all 
outpatient services) would be more problematic because a 
substantial and variable share of rural patients bypasses their 
local hospital for many services, including those locally 
available. The share of services provided locally would 
change over time and vary widely across providers. The 
additional problem with broader bundles is that providers 
deemed the highest quality providers could see increased 
volume and those with lower quality would see decreases in 
volume. For this reason, the proposal here to buy a specific 
service (fixed standby capacity) should be easier to administer 
than other systems, such as the Maryland system that provides 
for global budgets for rural providers.

to calculate disproportionate share payments, we estimated 
each hospital’s share of Medicare inpatient days for Medicare 
beneficiaries who received Supplemental Security Income 
payments during the hospital’s 2013 cost reporting period. To 
determine whether each CAH would have been eligible for the 
SCH program, we used a hospital geo-location file to estimate 
distances between each CAH and other nearby acute care 
hospitals. We then identified CAHs that would have qualified 
for the SCH program in 2013 because they were located more 
than 25 miles from the nearest acute care hospital. For each 
SCH-eligible CAH, we used matched Medicare claims and 
cost data for its 2006 cost reporting period to estimate its 2006 
base-year, case-mix-adjusted operating costs per case. Then 
we updated the base-year amount to 2013, as it would have 
been updated if the hospital had been paid under the PPS. 
The payment model uses this amount to calculate whether 
and how much supplemental operating payments each CAH/
SCH would have received in 2013. To calculate PPS base 
operating and capital payments, we also calculated weighted 
average 2013 operating standardized payment amounts and 
capital federal payment rates for each CAH. These base 
rates were designed to reflect the distribution of each CAH’s 
matched claims for fiscal years 2012, 2013, and 2014. We also 
used each CAH’s operating and capital cost-to-charge ratios 
(CCRs) from its 2013 cost report; these CCRs were needed 
to estimate outlier payments in the PPS model. For outlier 
payment estimates, we used the national fixed-loss amount 
for fiscal year 2013. We also made an estimate of the low-
volume adjustment that hospitals would receive if they met 
the distance requirement. Using these inputs, the PPS model 
provided an estimate of total PPS payments for each CAH’s 
2013 cost reporting period that was comparable with what it 
was actually paid in cost-based payments for Medicare acute 
care inpatient services. 

8 Because there are cost allocation issues between post-acute 
and acute stays, the most accurate way to examine the higher 
PPS payments going to hospitals for inpatient stays is to add 
together the higher payments for Medicare inpatient acute and 
post-acute care stays. See online Appendix 7-A (available at 
http://www.medpac.gov) for more information on the cost-
accounting issue.
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Chapter summary

The Commission’s analysis of telehealth services—a multidimensional set of 

health care services delivered through a range of online, video, and telephone 

communication—is intended to be informational for policymakers as they 

consider how telehealth services fit into the Medicare program in the future. 

The Commission finds that telehealth services are currently covered to a 

limited extent by Medicare, commercial insurers, the Department of Veterans 

Affairs (VA), and Medicaid programs. The efficacy of telehealth services—in 

terms of access, quality of care, and cost—is mixed, with the exception of a 

small number of services. The Commission raises issues for policymakers to 

consider in addressing the question of expanding telehealth services under the 

Medicare Advantage program, under bundled and accountable care payment 

models, and under the fee-for-service model.   

Commercial insurers, health systems, employers, Medicaid programs, 

the VA, patients, and technology vendors have recently demonstrated 

increased interest in telehealth services. Entities asserting their rationale 

for using telehealth hope that it will expand access to care, create greater 

convenience for patients, improve the quality of care, and reduce the costs 

of care. For example, telehealth may improve access to care in rural areas 

that have difficulty staffing a full-service hospital (see Chapter 7). A separate 

impetus for the use of telehealth services stems from recent advancements 

In this chapter

• Introduction

• Analysis of telehealth 
services
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in telecommunications technology, such as improving the quality and availability 

of two-way video. With regard to evaluating the capacity of telehealth services to 

reduce costs, an important question is whether telehealth services are a supplement 

to or a substitute for existing services (Congressional Budget Office 2015). In 

addition, policymakers must consider the potential for more convenient services to 

generate new utilization.  

In 2015 and 2016, the Commission conducted several analyses related to telehealth 

services and found the following: 

Telehealth services fall into six categories: 

1. basic medical care and consultations between the patient at home and a 

distant clinician,

2. basic medical care and consultations between a patient in the presence of a 

clinician and a distant clinician, 

3. basic medical care and consultations between two clinicians without the 

patient present,

4. remote monitoring of a patient in a hospital or other facility,

5. remote monitoring of a patient at home, and

6. secure asynchronous electronic transfer (e.g., e-mail) of patient information 

(e.g., an image or lab results) to a clinician.   

Medicare’s coverage of telehealth covers a certain set of services under the 

traditional fee-for-service (FFS) program’s fee schedule for physicians and 

other health professionals (also referred to as the physician fee schedule, or 

PFS). Coverage is limited to certain providers and to care provided in rural 

locations. Medicare Advantage (MA) plans must cover telehealth services that 

are covered under FFS Medicare and can provide telehealth services that are 

adjunct to delivering services covered under FFS Medicare. In addition, MA’s 

coverage can include telehealth services that are extra benefits beyond Medicare 

FFS coverage, if approved by CMS. These extra benefits must be financed 

either through a plan’s rebate dollars or by charging Medicare enrollees a 

supplemental premium. Medicare also permits providers participating in certain 

special programs run by the Center for Medicare & Medicaid Innovation to 

provide telehealth benefits beyond those covered under FFS Medicare. 

Medicare telehealth use is low but has grown rapidly in recent years. In 

2014, approximately 68,000 beneficiaries used telehealth services under the 

PFS, but from 2008 to 2014, the number of telehealth visits grew by over 500 

percent. Medicare beneficiaries using telehealth services tend to be young, to 
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be disabled, to be dually eligible for Medicare and Medicaid, and to reside in 

rural areas. Beneficiaries use telehealth services for basic medical care as well 

as psychiatric care. 

Interest in telehealth services outside of the Medicare program has grown 

in recent years, but the use of these services is not widespread. Several 

insurers cover telehealth services to expand access and convenience to primary 

care. Their rationale for doing so is to have their enrollees use telehealth 

services instead of receiving care at more expensive urgent care centers and 

emergency departments (EDs). Some health systems have developed and are 

marketing telehealth services for the hospital setting as well as for ambulatory 

and behavioral health care. Their intention is to improve quality and create 

staffing efficiencies within their systems and to market these benefits to other 

payers and providers. A growing share of large employers provide telehealth 

services as a convenience to their employees and to reduce their health care 

spending. The VA implemented telehealth programs several years ago and in 

2015 provided telehealth services to 736,000 of their patients. Initially, the 

VA implemented these programs to provide clinicians with capabilities they 

requested and to improve quality and reduce costs.

Most state Medicaid programs cover telehealth services to some degree. Some 

cover telehealth in urban areas and from patients’ homes, and others limit 

coverage to certain types of services and certain types of clinicians or restrict 

coverage to rural areas.  

Evidence is mixed about the efficacy of telehealth services to expand access 

and create convenience, improve quality and outcomes, and reduce costs. 

Evidence that certain telehealth services improve access and create convenience 

is much stronger than evidence regarding quality improvement or cost 

reduction. In general, telehealth for patients with chronic conditions has shown 

some positive quality and cost results. Telestroke services (the use of two-way 

video to connect stroke patients in the hospital ED with neurologists in distant 

locations for evaluation and monitoring) may be the best example of positive 

results. Given the inconsistency in the academic literature, it appears that more 

targeted research isolating specific telehealth interventions for specific patient 

populations is needed.   

If policymakers consider expanding telehealth services in the Medicare 

program, they should differentiate between the financial incentives that exist 

under Medicare’s payment models. In MA, many bundled payment models, 

and accountable care organizations, the financial risk of providing such services 
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falls to the insurers or providers. By contrast, under traditional FFS Medicare, 

the additional cost for telehealth services would be borne by the Medicare 

program, unless such services were substitutes for traditional face-to-face 

clinical services. ■
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A variety of interested parties assert that telehealth has the 
potential to expand access and convenience, improve the 
quality of care, and reduce costs. Some researchers have 
noted that telehealth may substitute for some traditional in-
person visits and reduce the use of high-cost care such as 
emergency department (ED) visits, hospitalizations, home 
health services, and skilled nursing care (Baker et al. 2011, 
Cryer et al. 2012). Other researchers, citing the potential 
benefits of telehealth services, caution policymakers 
that telehealth could also drive increases in health care 
spending by increasing utilization or unnecessary use 
(Mehrotra 2014, Schwamm 2014). Some government 
agencies and researchers have stated that telehealth has the 
potential to keep patients in more consistent contact with 
providers, reduce the number of acute or major illnesses 
for high-risk patients with chronic conditions, and improve 
access to care by making it more convenient, particularly 
for patients in isolated rural locations (Dixon et al. 2008, 
National Advisory Committee on Rural Health and 
Human Services 2015, President’s Council of Advisors 
on Science and Technology 2016). Similarly, telehealth 
services may help ensure access to specialized care in 
isolated rural areas facing difficulties in maintaining and 
staffing full-service hospitals (see Chapter 7). However, 
to date, the available research offers a mixed picture of 
telehealth’s benefits. For example, a draft report released 
for comment by the Agency for Healthcare Research and 
Quality (AHRQ) in December 2015 concluded, based on 
the 44 studies they reviewed, that telehealth interventions 
aimed at patients with chronic conditions and behavioral 
health needs produced some success in improving quality 
and reducing costs (Agency for Healthcare Research 
and Quality 2015). However, AHRQ also concluded 
that more studies are necessary to determine the efficacy 
of telehealth interventions aimed at hospitalizations, 
pediatrics, primary care, and payment models where risk is 
shared between providers and payers.    

The recent push to expand telehealth services may 
be the result of changes in technology, telehealth 
vendors’ interest, and the growth of new payment 
models. Advancements in the quality of and access 
to communication technology within the last decade, 
such as online two-way video, have improved lines of 
interpersonal communication. It has been only in the last 
few years that a large share of the population has become 
comfortable enough with these new technologies to 
consider their applicability in a clinical setting. Several 
vendors have developed technologies, software, systems, 
and services that rely on these advancements. In addition, 
the growth of new payment models such as accountable 

Introduction

This chapter summarizes information concerning 
telehealth services that the Commission considered from 
July 2015 through April 2016. We describe how telehealth 
services are used within the Medicare program and in non-
Medicare settings, such as by commercial insurers, health 
systems, the Department of Veterans Affairs (VA), and 
others. We report our review of recent academic literature 
addressing the efficacy of telehealth services in terms of 
access, quality, and costs. This analysis has grown out of 
interest by MedPAC Commissioners and the Congress. 

The definition of telehealth—also referred to as 
telemedicine—is multidimensional and continues to 
evolve.1 The American Telemedicine Association (ATA) 
defines telehealth services broadly as medical information 
exchanged from one site to another by means of electronic 
communications to improve a patient’s clinical health 
status (American Telemedicine Association 2016b). 
Telehealth is provided in several modalities by numerous 
types of clinicians and facilities for various types of 
patients. Telehealth services are used for basic medical 
care (primary care), patient monitoring, behavioral 
health, case management, patient education, and off-site 
interpretation of medical images. Telehealth is provided 
in various modalities, such as online two-way video, 
telephone, smart phone, e-mail, text, or other online 
monitoring systems. While a wide range of clinicians use 
telehealth services, telehealth represents a relatively small 
share of all the care provided in the United States. 

Interest in using telehealth services has rapidly increased 
in recent years. For many years, telehealth was considered 
a tool for improving access to care, primarily in the rural 
setting. Commercial insurers, health systems, hospitals, 
skilled nursing facilities (SNFs), clinicians, employers, 
patients, and telehealth vendors have all demonstrated 
growing interest in telehealth services as advancements 
have occurred in electronic health records, data analytics, 
and communication technology (Alliance of Community 
Health Plans 2015, Bashshur et al. 2014). The Healthcare 
Information and Management Systems Society found that 
between 2014 and 2015, the number of vendors selling 
telehealth technologies increased from 69 to 85 different 
vendors, an increase of 23 percent (Healthcare Information 
and Management Systems Society 2015). Researchers 
estimate that approximately 40 percent of hospitals had 
telehealth capability in 2012 (Adler-Milstein et al. 2014). 
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Analysis of telehealth services

To evaluate the use of telehealth services we: 

• analyzed the forms of telehealth services;

• examined Medicare payment policy;

• analyzed trends in Medicare volume and spending;

• reviewed literature on the impact of telehealth services 
on access, quality, and costs; 

• conducted semi-structured interviews with commercial 
insurers, health systems, ACOs, and the VA; 

• evaluated state laws and Medicaid programs; 

• visited a health system known to its peers as a leader 
in telehealth; and

• met with telehealth vendors, advocates, and other 
interested parties. 

telehealth services come in a variety of 
forms 
Telehealth services encompass a large, multidimensional 
group of services, modalities, clinicians, settings, and 
types of patients. The ATA loosely categorizes telehealth 
services into four types of clinical services and four 
modalities.2 In practice, telehealth services are used for 
primary care, specialty consultations, behavioral health, 
hospital care (e.g., emergency departments, intensive care 
units, and inpatient departments), SNF care, and other 
clinical applications. Telehealth services can be delivered 
using common technologies such as telephone, e-mail, and 
text, or more sophisticated technologies that have recently 
become more widely available, such as online two-way 
video conferencing and online remote monitoring systems 
that record and send vital patient statistics to clinicians. 
These recent advancements have enabled broader 
availability of telehealth.  

Based on the ATA’s categorizations and our own 
observations, we group telehealth services into six 
categories. Three categories involve basic medical care 
and consultations:

• Patient at home connecting to a clinician—The 
patient receives basic medical care or consultation 
while at home or another location, using two-way 
video, e-mail, text, or telephone. The clinician is 
located in his or her office or facility.

care organizations (ACOs) and bundled payment may have 
increased the willingness of payers to cover telehealth 
services. 

There are investment costs associated with implementing 
telehealth for facilities, health systems, clinicians, and 
patients. For facilities such as hospitals and SNFs, 
wiring patient rooms with telehealth capacity can cost 
several thousand dollars per room, not including ongoing 
maintenance and labor costs. For health systems, installing 
a centralized telehealth control center can cost roughly 
a million dollars. These costs are small relative to these 
organizations’ overall budgets, but the investment can be 
material. For clinicians’ offices and patients, telehealth 
investments are more modest, including computers, cell 
phones, monitoring equipment, and Internet connectivity. 
For beneficiaries on fixed incomes, these investments 
could be more of a burden. 

In assessing the impact of telehealth services on the cost of 
care, the calculations must consider whether telehealth is a 
substitute for traditional services or a supplement, whether 
telehealth might induce new utilization, whether telehealth 
would shift the site of care to a less costly setting, and 
how the payment model under which telehealth services 
are paid can impact costs. The Congressional Budget 
Office (CBO) concluded that when telehealth services 
clearly substitute for traditional in-person services, there 
is potential for reducing Medicare program costs. On 
the other hand, when telehealth services supplement 
traditional services, there is potential to increase program 
costs (Congressional Budget Office 2015). Another key 
factor in estimating potential telehealth spending is the 
extent to which beneficiaries would be interested in using 
these services. Research has found that easily accessible 
retail clinics induce new utilization (Ashwood et al. 2016). 
This finding may offer some insight into whether easily 
accessible telehealth services would also induce new 
utilization. The system under which telehealth services 
are paid could also alter cost projections. For example, 
under fee-for-service (FFS) Medicare, the program could 
theoretically be expected to pay for each video, e-mail, 
or telephone interaction between a patient and a clinician 
(if e-mail and telephone were also permitted under 
Medicare), which could increase costs. However, under a 
capitated or bundled payment system, the program could 
pay a flat rate for a period of time or episode of care that 
includes multiple services. Under this payment model, the 
problem of unnecessary use of telehealth services could be 
mitigated because the provider would be at financial risk if 
total spending exceeded a target. 
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telehealth services, such as remote interpretation of 
diagnostic tests and the remote monitoring of patients 
with implantable cardiac devices. Under the Medicare 
Advantage (MA) program, MA plans must cover 
telehealth services covered as a part of the Medicare 
FFS (Part B) benefit and have some flexibility to cover 
other forms of telehealth. CMS’s Center for Medicare & 
Medicaid Innovation (CMMI) is also testing expanded 
coverage of telehealth services through several payment 
models.4

payment for telehealth services under the 
Medicare fee schedule for physicians and other 
health professionals

Medicare coverage of telehealth services under the PFS 
began in 2001 with the enactment of the Balanced Budget 
Act of 1997 (BBA) and has evolved since then. Since 
the BBA, the Congress expanded telehealth coverage by 
increasing the list of approved providers, modifying the 
payment structure, and expanding the definition of rural 
areas. Through regulation, CMS has increased the number 
of permissible telehealth services by increasing the 
number of billing codes. 

Three pieces of legislation have altered Medicare 
telehealth coverage under the PFS: BBA; the Medicare, 
Medicaid, and SCHIP Benefits Improvement and 
Protection Act of 2000 (BIPA); and the Medicare 
Improvements for Patients and Providers Act of 2008 
(MIPPA). 

• BBA’s original mandate was that (1) Medicare 
begin coverage of telehealth services through the fee 
schedule, (2) a clinician must be present with the 
beneficiary at the location where the service originates 
(the originating site), (3) a clinician must be present at 
the distant end of the connection (the distant site), and 
(4) the two clinicians must split the appropriate fee 
schedule payment rate (25 percent for the originating 
site and 75 percent for the distant site). BBA also 
limited Medicare telehealth coverage to originating 
sites located in health professional shortage areas 
(HPSAs) (i.e., rural areas) at physician offices, 
hospitals, critical access hospitals (CAHs), rural 
health clinics, and federally qualified health centers 
(FQHCs). 

• BIPA expanded Medicare telehealth coverage by 
removing the requirements that a clinician be present 
at the originating site and by broadening the scope 
of originating sites to include those in all rural areas 
(all counties outside of a metropolitan statistical area 

• Patient in the presence of a clinician connecting 
to a second clinician—The patient receives basic 
medical care or consultation while at a clinician’s 
place of service, connecting with a second clinician at 
a different place of service using two-way video.

• Clinician connecting to a second clinician—Two 
clinicians consult without the patient present, using 
two-way video, e-mail, or telephone. A common 
example is a clinician communicating with a 
pharmacist to reconcile a patient’s medication 
portfolio—referred to as telepharmacy. 

Two telehealth service categories involve the remote 
monitoring of patients:

• Remote hospital-based monitoring—Clinicians 
monitor a patient during a hospital stay from a 
remote location using two-way video and electronic 
monitoring systems. Examples include diagnosing and 
evaluating stroke patients in the ED using monitoring 
equipment—referred to as telestroke—and assisting 
hospital staff with the monitoring of patients in the 
intensive care unit (ICU) or inpatient beds—referred 
to as tele–ICU and telehospitalist care. 

• Remote patient monitoring (RPM)—A patient at 
home is monitored continuously or intermittently from 
a remote location using two-way video or electronic 
monitoring technology that automatically transmits 
data from the patient’s home to the clinician. 

The sixth service category involves the transmission of 
data:

• Asynchronous store-and-forward data 
transmission—A health care provider transfers saved 
patient information (e.g., photographs or video) to a 
clinician using e-mail or other modalities, such as cloud-
based technologies. Examples include transferring 
patient images using teledermatology and teleradiology.

Medicare payment for telehealth services
The Medicare program currently covers telehealth services 
under three different statutory provisions. Section 1834(m) 
of the Social Security Act specifies that under the fee 
schedule for physicians and other health professionals 
(also referred to as the physician fee schedule, or PFS), 
Medicare covers a limited set of telehealth services, 
modalities, and providers, and only in rural locations.3 
Medicare also covers services under the PFS that meet 
a broader definition than what is defined in statute as 
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originating sites to include community mental health 
centers, SNFs, and renal dialysis centers based in a 
hospital. 

Currently, the originating site receives the $25 PFS 
telehealth facility fee payment, and the clinician (or CAH) 
at the distant site receives the full PFS rate (Table 8-1). 
Originating sites are required to be in rural areas, defined 
as those in a HPSA or a county outside of an MSA, and 
they can only be physician offices, hospitals, CAHs, rural 
health clinics, FQHCs, community mental health centers, 

(MSA). The Act also added to the list of permitted 
telehealth services and altered reimbursement so that 
the originating site receives a fixed payment of about 
$25 (referred to as the telehealth facility fee). The 
telehealth facility fee is a coded service paid under 
the PFS to physicians’ offices and certain defined 
facilities. In addition, the clinician at the distant site 
receives the full PFS rate.5 

• MIPPA slightly expanded the scope of permitted 
telehealth services and expanded the types of eligible 

t A B L e
8–1 Medicare coverage of telehealth services, 2015  

Characteristic Description
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(OPPS), telehealth services are permitted but not separately 
reimbursable services. Therefore, a telehealth visit or 
consultation can occur during an inpatient or outpatient 
stay, but the hospital cannot be reimbursed for that 
telehealth service separately. While the hospital cannot 
bill for the originating site facility fee, the clinician at the 
distant site can bill for the visit through the PFS, provided 
the patient was at a rural originating site. In addition, 
hospitals can include costs related to telehealth services on 
their CMS cost reports as allowable (or reimbursable) costs. 
As a result, if hospitals report these costs, Medicare builds 
them into the inpatient Medicare severity–diagnosis related 
groups (MS–DRGs). Under the Medicare home health 
and hospice payment systems, providers are not prevented 
from using telehealth services, but these services are not 
considered equivalent home health or hospice visits for the 
purposes of payment. Therefore, Medicare does not pay for 
telehealth visits separately under these two systems. 

Coverage of remote interpretation of tests 
and cardiac monitoring under the fee 
schedule 
Medicare covers many services under the PFS that involve 
a practitioner’s remote interpretation of a diagnostic test 
and some services that involve remote monitoring of a 
patient, although CMS does not define these services as 
telehealth. Medicare covers diagnostic tests in which a 
practitioner reviews and interprets a visual image (e.g., 
X-ray, MRI) related to the patient’s condition, even if the 
practitioner performs this service in a location different 
from the patient’s location (Centers for Medicare & 
Medicaid Services 2016d). For example, a hospital can 
perform an imaging study on a patient and transmit the 
images electronically to a radiologist, who interprets the 
images in his or her office. To receive reimbursement, 
these services must be provided within the United States 
and the practitioner must be licensed in the state in which 
the patient is located. Because these services are billed 
using the same codes as in-person interpretation services, 
we were not able to examine how frequently remote test 
interpretations are provided. 

Medicare also covers remote cardiac monitoring services 
and remote monitoring of implantable cardiac devices. 
For example, Medicare covers mobile cardiac telemetry, 
in which a device records a patient’s electrocardiographic 
rhythm and transmits this information to a remote 
surveillance location using a phone signal. A physician 
reviews the data and prepares a report. In 2014, Medicare 
spent $119 million on remote cardiac monitoring services 
for 265,000 beneficiaries (beneficiaries’ cost sharing was 

or hospital-based dialysis facilities. Medicare sometimes 
permits entities participating in a federal telehealth 
demonstration project to bill as an originating site 
regardless of their geographic location, even in urban areas. 
In addition, clinicians are not required to be present at the 
originating site with the beneficiary unless it is medically 
necessary. Physicians and other health professionals (and 
CAHs) are permitted to bill Medicare for telehealth distant 
site services under the fee schedule.6 Clinicians must be 
present at the distant site during the visit. 

Coverage is limited by service type and modality (Table 
8-1). The list of telehealth services Medicare covers has 
been increasing incrementally for several years (Centers 
for Medicare & Medicaid Services 2016c). Most telehealth 
services are covered under statute, but CMS has also 
expanded coverage to some services through regulation. 
The services currently covered include certain general 
health care services (e.g., evaluation and management visits 
and annual wellness visits) and those related to kidney 
disease, behavioral health, substance abuse, smoking 
cessation, nutrition therapy, pharmacological management, 
and cardiovascular disease behavioral therapy. The most 
recent CMS additions include annual depression screenings, 
obesity counseling, and behavioral counseling to prevent 
sexually transmitted infections.7 The statute limits the 
modality of Medicare telehealth coverage to live two-way 
video; asynchronous store-and-forward technology (e.g., 
e-mailing of a saved diagnostic image or video) is permitted 
only in Alaska and Hawaii. 

Beneficiary cost-sharing responsibilities for telehealth 
services are identical to other Part B services, and the 
same rules apply to both the originating and distant site 
components of the encounter. Therefore, beneficiaries 
must pay 20 percent of the Medicare-allowed originating 
site amount and 20 percent of the Medicare-allowed 
distant site amount after meeting the deductible. 
For example, a beneficiary who had an individual 
psychotherapy visit using two-way video between a rural 
hospital (originating site) and a psychologist’s office 
(distant site) is responsible for 20 percent of the $25 
originating site facility fee, or $5, plus 20 percent of the 
$115 distant site PFS amount ($23), for a combined total 
of $28 for the encounter. However, because most Medicare 
beneficiaries have supplemental coverage, they are likely 
shielded from these cost-sharing responsibilities.

Telehealth services are not separately payable under the 
inpatient, outpatient, home health, or hospice payment 
systems. Under the inpatient prospective payment system 
(IPPS) and the outpatient prospective payment system 
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benefits may do so after gaining CMS approval. The costs 
of these extra telehealth benefits are not included in plan 
bid amounts. The CMS approval process for extra benefits 
requires that extra telehealth benefits not substitute for 
services included in the Medicare FFS benefit and are 
optional for beneficiaries. In addition, MA plans must 
continue to meet CMS’s network adequacy standards, 
and providers furnishing extra telehealth benefits do so 
within their state’s licensure laws (Centers for Medicare & 
Medicaid Services 2014). For example, a plan may choose 
to offer its enrollees with multiple chronic conditions 
an extra benefit in which clinicians track an enrollee’s 
vital signs using remote patient monitoring services. 
This benefit is not covered under FFS Medicare, and the 
costs of this monitoring would not be included in the 
plan’s bid amount. Some MA plans are offering extra 
telehealth benefits in 2016. For plan year 2016, CMS 
reports that 200 MA plans (8 percent of plans) chose to 
include remote patient monitoring—defined earlier as 
the monitoring of patients in their homes—and 1,900 
plans (73 percent of plans) chose to offer “remote access 
technologies”—a broad category of services CMS defines 
as services including e-mail, two-way video, and nurse 
call-in telephone lines (Centers for Medicare & Medicaid 
Services 2016b). 

To finance the cost of this extra benefit, MA plans can 
use rebate dollars when its bid is below its regional 
benchmark. Rebate dollars are equal to the difference 
between a plan’s bid amount and the plan’s benchmark, 
minus a portion of the amount retained by the Medicare 
program. However, if a plan’s bid is at or exceeds its 
benchmark, it must charge beneficiaries a supplemental 
premium to cover the expected costs of these extra 
benefits. For example, an MA plan offering its enrollees’ 
remote patient monitoring as an extra benefit can either 
finance the cost of this extra benefit by paying for it using 
rebate dollars or charge beneficiaries a supplemental 
premium.  

several Medicare CMMI models allow expanded 
use of telehealth services

Several of the innovative care delivery and payment 
models currently being tested by CMMI allow expanded 
use of telehealth services in Medicare, particularly among 
models in which providers bear significant financial risk.9 
CMS has the authority to waive certain requirements, 
including restrictions on telehealth, to test new models of 
providing care. Models that allow greater use of telehealth 
include the Comprehensive Care for Joint Replacement 
(CJR) Model, the Next Generation Accountable Care 

an additional $34 million). In the same year, Medicare 
spent $70 million for 639,000 beneficiaries (beneficiaries’ 
cost sharing was an additional $29 million) to remotely 
monitor patients’ heart rhythms through implantable 
cardiac devices (e.g., pacemakers) and to evaluate the 
function of these devices. 

telehealth services under Medicare Advantage 

Medicare beneficiaries can receive telehealth services 
through an MA plan. As a part of the basic Medicare 
FFS benefit, MA plans must cover the same telehealth 
services that are covered in FFS Medicare under the 
PFS. In addition, MA plans may provide telehealth 
services beyond what is covered under FFS Medicare. 
As part of that requirement, MA plans can use telehealth 
services adjunct to the delivery of the broad range of 
services covered under FFS Medicare. Such activities are 
considered to be within the scope of Medicare-covered 
services. In describing these adjunct services, CMS’s 
MA manual uses the example of e-mail communication 
between physicians and patients, stating that these 
services are “part of the basic FFS benefit” (Centers for 
Medicare & Medicaid Services 2016a).8 For example, if 
a beneficiary discusses lab test results with a clinician by 
e-mail or telephone, the fact that the patient could have 
gone to the physician in person to discuss the results does 
not mean that the call or video is substituting for an in-
person visit. Instead, this transaction may be viewed as 
communication that complements the range of services 
covered under FFS Medicare. 

When MA plans submit their annual Medicare Part A and 
Part B bid amounts to CMS, they must include the costs 
of telehealth services specifically covered under FFS 
Medicare as well as the telehealth services adjunct to the 
delivery of services covered under FFS Medicare. For 
example, MA plans would include the costs of covering 
individual psychotherapy visits for Medicare enrollees 
in rural areas that are conducted through two-way video 
in their bid amounts because this service is specifically 
covered as a part of FFS Medicare. Similarly, MA plans 
must include the costs of telehealth services adjunct to 
Medicare FFS services (such as the lab test example 
above) in their bid amounts. Under this construct, the 
benefits available to Medicare beneficiaries are the same 
under FFS Medicare and the MA program. 

In contrast to telehealth services that are covered and 
provided as part of the MA plan’s bid amount, MA plans 
that wish to offer extra telehealth benefits (defined by 
CMS as “supplemental benefits”) beyond Medicare FFS 
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of Medicare requirements, including a waiver from the 
requirement that the originating site for a telehealth service 
must be in a rural area (Lewin Group 2015). However, the 
other coverage requirements for telehealth services (e.g., 
the originating site may not be the patient’s home) may 
not be waived. There is no information yet on how many 
organizations have used these waivers or how they have 
affected spending and quality.

The HCIA program, which began in 2012, provides 
awards to organizations to test innovative payment and 
delivery models designed to deliver better care and lower 
costs for people enrolled in Medicare, Medicaid, or 
Children’s Health Insurance Program. Eight of the various 
HCIA projects include telehealth services (Centers for 
Medicare & Medicaid Services 2015b):

• The University of Southern California tests 
telepharmacy applications as a part of a larger 
program.

• The Wyoming Institute of Population Health tests 
telepharmacy and various telehealth applications as 
parts of a larger program. 

• Emory University uses telemonitoring for rural 
intensive care unit patients.

• George Washington University incorporates 
telemonitoring in its program for urban patients with 
end-stage renal disease.

• The Ochsner Clinic Foundation focuses on 
telemedicine-enabled inpatient care coordination and 
postdischarge telemonitoring of stroke patients.

• Upper San Juan Health Systems uses telemedicine to 
screen and treat patients with cardiovascular disease.

• HealthLinkNow uses telehealth to provide mental 
health care services to rural patients.

• The University of Miami uses telehealth video 
conferencing to provide nutrition counseling, mental 
health visits, primary care, and other services to urban 
school health clinics throughout the city of Miami.  

Medicare telehealth volume is low but 
increasing 
Utilization of telehealth visits under the Medicare program 
remains relatively low, but has increased rapidly in recent 
years. In 2014, Medicare claims data indicated that slightly 
more than 68,000 Medicare beneficiaries used telehealth 

Organization (ACO) model, the Bundled Payment for 
Care Improvement Initiative (BPCI), and the Health Care 
Innovation Awards (HCIA) program. 

The CJR model—which began on April 1, 2016—tests 
bundled payment and quality measurement for an episode 
of care associated with hip and knee replacements. The 
model is intended to encourage quality improvement 
and care coordination by hospitals, physicians, and post-
acute care providers. Participating hospitals are held 
financially accountable for the cost and quality of a joint 
replacement episode. They are at risk for episode spending 
above a spending target but can receive bonus payments 
if spending is below the target and quality thresholds are 
met. Hospitals paid under the IPPS—generally, acute 
care hospitals—and located in 1 of 67 geographic areas 
are required to participate in the CJR model. For services 
included in the joint replacement episode, this model 
waives the requirements that the originating site for a 
telehealth service must be in a rural area and be a specified 
facility (e.g., a physician’s office, hospital, or CAH) 
(Centers for Medicare & Medicaid Services 2015d). In 
other words, under this model, patients living not only in 
rural but also urban areas can receive telehealth services in 
their homes or places of residence. If the telehealth service 
is provided in a patient’s home, only the distant site 
provider is paid. All other Medicare coverage and payment 
criteria for telehealth services apply. CMS believes that 
this waiver will support care coordination and timely 
access to quality care for beneficiaries recovering at home 
following joint replacement surgery (Centers for Medicare 
& Medicaid Services 2015d). 

The Next Generation ACO model, which began in January 
2016, includes ACOs that have experience coordinating 
care for populations of patients and are ready to assume 
higher levels of financial risk and reward compared with 
ACOs in other initiatives (i.e., the Pioneer Model or 
Medicare Shared Savings Program) (Centers for Medicare 
& Medicaid Services 2016e). Next Generation ACOs may 
assume up to 100 percent financial risk. CMS waives the 
same telehealth requirements for Next Generation ACOs 
that it waives for the CJR model, permitting urban and 
home telehealth services.  

BPCI, which began in 2013, is a voluntary program that 
tests whether bundled payments can reduce Medicare 
spending while maintaining or improving quality of 
care. Organizations that participate in BPCI assume 
financial and performance accountability for episodes 
of care that are triggered by a hospital admission. 
These organizations can choose from several waivers 
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hospital staff who assist the patient with operating the 
telehealth equipment at the originating site. Among all 
clinicians associated with the originating site in 2014, 57 
percent could be classified as behavioral health clinicians.12 
At the distant site, 67 percent of clinicians were physicians; 
other clinicians included nurse practitioners (17 percent), 
clinical psychologists (6 percent), nurses (2 percent), social 
workers (2 percent), and physician assistants (1 percent). 
Among all the clinicians associated with the distant site, 62 
percent could be classified as behavioral health clinicians.  

The provision of telehealth services was concentrated in a 
small group of clinicians in 2014, with very few providing 
these services more than once per day. Among clinicians 
providing telehealth services from the originating site, 
10 percent accounted for almost two-thirds of telehealth 
claims. Four percent of clinicians (50 clinicians) provided 
one or more originating site telehealth claims per day.13 
This group accounted for 40 percent of originating site 
claims; 80 percent of the beneficiaries they served were 
rural (a larger share of rural than most other providers). 
Among clinicians providing telehealth services from 
distant sites, 10 percent accounted for 69 percent of 
all telehealth claims. Three percent of clinicians (100 
clinicians) provided one or more distant site telehealth 
claims per day. This group accounted for 42 percent of 
distant site claims; 67 percent of the beneficiaries they 
served were rural (a larger share of rural than most other 
providers). Clinicians using the most telehealth services, 
at both originating and distant sites, tended to specialize 

group psychotherapy and basic blood work were the 
most commonly provided services in conjunction with 
telehealth services at originating site hospitals. 

Distant sites were more varied in type than originating 
sites. Of the distant sites in 2014, 61 percent were 
physician offices, 12 percent were community health 
centers, 9 percent were inpatient hospital departments,  
6 percent were nursing facilities, 6 percent were hospital 
outpatient departments, and 3 percent were inpatient 
psychiatric hospitals. E&M were the most commonly 
provided services in conjunction with telehealth services 
at distant-site physician offices and community health 
centers. By contrast, postdischarge follow-up care, 
E&M services, and ED consultations were the most 
common services at distant site hospitals. For nursing 
facilities, the most common services with telehealth were 
postdischarge follow-up care; for inpatient psychiatric 
hospitals, the most common telehealth service was 
psychiatric diagnostic evaluation. 

The most common types of clinicians associated with 
telehealth visits in 2014 were physicians and nurse 
practitioners. At the originating site, 52 percent of 
clinicians were physicians. Other clinicians associated with 
originating site telehealth claims were nurse practitioners 
(15 percent), clinical psychologists (7 percent), physician 
assistants (2 percent), social workers (1 percent), and other 
(23 percent). Based on our observations from site visits, 
the “other” category most likely consisted of nonclinical 

t A B L e
8–2  Frequency of telehealth visits at distant sites by service type, 2014  
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the 10 states with the lowest use of telehealth services 
collectively used less than 1 telehealth service per 1,000 
beneficiaries and accounted for 1 percent of all Medicare 
telehealth services. The rate of growth in telehealth 
services between 2013 and 2014 has been similar for high-
use states (19 percent) and low-use states (22 percent), but 
the net increase in number of telehealth services was larger 
in high-use (12,000 additional telehealth services) than 
low-use states (500 additional telehealth services) (data 
not shown in table). 

A small share of Medicare telehealth visits crossed 
state lines. Among the telehealth visits we identified 

in internal medicine, psychiatry, and psychology, or were 
nurse practitioners. 

geographic characteristics

In 2014, telehealth visits occurred in all 50 states and 
the District of Columbia, but recent growth was more 
pronounced in certain states with large rural populations. 
Use was highest in South Dakota, Iowa, and North Dakota, 
where more than 20 telehealth services were provided 
per 1,000 beneficiaries (Table 8-3). The 10 states with the 
highest use of telehealth services collectively used nearly 
15 services per 1,000 beneficiaries and accounted for 42 
percent of all Medicare telehealth services. By contrast, 

t A B L e
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comparable between the dually eligible and other 
Medicare beneficiaries.

In 2014, the use of telehealth services was concentrated 
among a small group of beneficiaries. One percent of the 
telehealth users (about 700 beneficiaries) accounted for 11 
percent of telehealth visits. The 100 most frequent users 
of telehealth services accounted for 4 percent of telehealth 
visits. These frequent users had between 50 and 189 
telehealth visits each, and the average Medicare payment 
was $3,800 per user. Of the high users, 78 percent were 
dually eligible for Medicare and Medicaid and 80 percent 
were rural. In addition, these high users were served by 
just 14 providers, and in each case, the services high users 
received were a mix of E&M services and individual 
psychotherapy services. 

telehealth episodes without originating site claims 

Among the 175,000 telehealth claims from distant sites, 
95,000 (55 percent) were without an originating site claim. 
This discrepancy could be due to providers not bothering 
to bill for the $25 facility fee, or it could be that some 
services inappropriately originated from a patient’s home, 
as other research has suggested (Gilman and Stensland 
2013). Among the distant site telehealth claims without 
an originating site claim, 56 percent (53,000 visits) 
were associated with rural beneficiaries and 44 percent 
(41,000 visits) were associated with urban beneficiaries. 
Both claims groups suggest that beneficiaries could be 
inappropriately receiving telehealth services from home or 
another unapproved location that did not file an originating 
site claim. The urban claims are also potentially 
problematic because they could be occurring in urban 
originating sites, which is inconsistent with Medicare 
statute.

2015 Medicare claims data 

Preliminary 2015 Medicare claims data suggest that many 
of the trends observed in telehealth services continued 
into 2015. These data suggest a 20 percent increase in 
the number of telehealth claims, users, and providers 
between 2014 and 2015. This growth is on par with 
growth in the last several years, but overall levels remain 
low. In 2015, there were 100,000 originating site claims 
and 210,000 distant site claims. Between 2014 and 2015, 
the number of users increased from 68,000 beneficiaries 
to 80,000 beneficiaries, but use per beneficiary remained 
unchanged at 3 visits per year. The number of providers 
using telehealth increased to 1,700 originating sites and 
3,700 distant sites. In general, in 2015, we also observed 

by matching originating and distant site claims (65,000 
visits), 94 percent occurred at originating and distant sites 
in the same state, and 6 percent (3,900 visits) occurred 
in different states. Twelve pairs of states accounted for 
75 percent of this cross-state volume. Northern and 
central Midwestern states that are contiguous, such as 
Wisconsin and Minnesota or Missouri and Iowa, were 
more likely to have telehealth visits that crossed state lines. 
However, noncontiguous state pairings, such as Iowa and 
Pennsylvania, also occurred. The volume of telehealth 
visits crossing state lines could have been low because of 
state-level medical licensure requirements (see text box 
discussing state-level licensure, pp. 244–245). 

Beneficiary characteristics

Overall, in 2014, 68,000 beneficiaries (0.2 percent) 
used telehealth services at a rate of 3 visits per person 
per year, amounting to an average of $182 per person 
per year. Beneficiaries using telehealth services that 
year tended to be younger and eligible for Medicare 
through disability; 62 percent of telehealth visits were for 
beneficiaries younger than 65 years old, 19 percent were 
for beneficiaries ages 65 to 74, and 19 percent were for 
beneficiaries 75 years or older. By contrast, 17 percent 
of Medicare beneficiaries are under age 65 (Centers for 
Medicare & Medicaid Services 2015c). Similarly, 61 
percent of beneficiaries using telehealth services were 
eligible for Medicare through disability, just 38 percent 
were eligible through age, and 1 percent were eligible 
through end-stage renal disease. 

In 2014, 61 percent (42,055) of beneficiaries who used 
telehealth services were dually eligible for Medicare and 
Medicaid.14 Dually eligible beneficiaries were only 20 
percent of the Medicare population but accounted for 
67 percent of telehealth claims (139,613). In addition, 
58 percent of telehealth users resided in rural locations, 
and 42 percent resided in urban locations. By contrast, 
77 percent of Medicare FFS beneficiaries resided in 
urban locations. Among the rural beneficiaries, 59 
percent (23,234) were dually eligible. Among the urban 
beneficiaries, 66 percent (18,662) were dually eligible. 
Because telehealth coverage is permitted only in rural 
areas, the share of urban beneficiaries using telehealth 
services (in particular, urban and dually eligible 
beneficiaries) suggests that many telehealth visits are 
associated with CMS dual-eligible demonstrations or 
could reflect inappropriate use of these services. The 
average number of telehealth claims per beneficiary 
and the average associated Medicare payments were 
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numerous insurers and providers have 
implemented telehealth services, but overall 
use appears to remain low 
Telehealth services have been implemented by many 
insurers and providers across the United States. Despite 
this widespread use of telehealth, these services still 
account for a relatively small share of all health care.   

that psychotherapy visits accounted for a larger share 
of telehealth visits, clinical psychologists and nurse 
practitioners accounted for larger shares of clinicians 
located at distant sites, nonclinicians accounted for a larger 
share of those involved at originating sites, and clinicians 
at SNFs accounted for a larger share of the distant sites.   

state-level licensure of clinicians poses barriers to providing care  
across state lines

Strict state-level licensing rules for physicians 
and nurses are a barrier to working in telehealth 
programs that aim to operate across state lines. 

Across all states, clinicians must be licensed in the state 
in which the patient they are treating is located. Each 
state has its own licensure requirements that typically 
do not permit partial or temporary licensure. In general, 
state medical licensure boards for physicians and 
nurses are protective of their state’s medical standards 
and licensure requirements. Both the standards and 
licensure requirements vary from state to state. 

In recent years, federal legislation has been proposed 
that would permit full portability of medical licensure 
for physicians and nurses. Some of these proposals 
have sought portability through the Medicare program. 
The American Medical Association, the Federation 
of State Medical Boards, and the National Council of 
State Boards of Nursing have opposed this legislation 
but support the physician Interstate Medical Licensure 
Compact (IMLC) and the Nurse Licensure Compact 
(NLC). The IMLC and NLC facilitate the portability of 
licensure across state lines by creating an administrative 
body and process through which states negotiate 
differences in licensing standards. Despite these 
agreements, under the IMLC, physicians must still 
apply to each state medical board individually, but 
through a somewhat expedited process. By contrast, 
under the NLC, nurses can use their home-state license 
to operate in all states participating in the NLC. To date, 
20 states do not participate in either the IMLC or NLC, 
18 participate in the NLC, 6 participate in both the 
IMLC and NLCs, and 6 participate in just the IMLC 
(Figure 8-2). 

Several telehealth vendors, providers, and insurers 
assert that one of the barriers to further expansion of 
telehealth services is the prohibition on physicians 
and nurses providing care across state lines in states 
where they are not licensed. In some cases, this 
prohibition has prevented large employers or insurers 
from allowing their employees or enrollees to use 
centralized telehealth call centers and from leveraging 
excess clinician supply in some states with excess 
demand for clinicians in other states. The lack of 
reciprocal state licensure can be burdensome. One 
clinician we interviewed asserted that he individually 
maintains 23 state licenses to practice tele–ICU in 
23 states. To maintain licensure, this clinician must 
keep up with changing standards in each state. The 
subject of reciprocal state licensure has gained the 
attention of some policymakers. In March 2016, 
the President’s Council of Advisors on Science and 
Technology recommended the Department of Health 
and Human Services convene the Federation of 
State Medical Boards and the National Governors 
Association to accelerate reciprocal state licensure 
policies (President’s Council of Advisors on Science 
and Technology 2016). 

Opponents of the IMLC, NLC, and broader federal 
medical licensure assert that individual states should 
not be required to change their medical standards or 
licensure requirements. Some believe doing so could 
reduce the quality of health care in their state. Others 
are concerned that the IMLC, NLC, and federal 
licensure concepts will blur the lines of authority in 
cases where it may be appropriate to take legal action 
against a clinician. 

(continued next page)
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telehealth. We selected organizations to interview based on 
their reported involvement with telehealth or prominence 
in their respective markets. These organizations vary in 
size and geographic location. Information from these 
interviews is summarized in the following sections.

Between August 2015 and March 2016, the Commission 
worked with researchers at the University of Minnesota to 
conduct semi-structured interviews with 13 commercial 
insurers, 3 health systems, and the VA to assess their 
use of telehealth services. We visited one health system 
in Missouri, known as an industry leader in the use of 

state-level licensure of clinicians poses barriers to providing care  
across state lines (cont.)

state participation in the physician Interstate Medical Licensure  
Compact and nurse Licensure Compact as of April 2016

xxxxxxxx
FIGURE
X-X

Source: Note and Source in InDesign.

States with no national license agreements

States with only national physician license agreements
States with only national nurse license agreements

States with both national license agreements (physician and nurse)

F IguRe
8–2



246  

disabilities, and patients who live in isolated areas. For 
clinicians, these services also offer greater convenience 
by leveraging their time and broadening their reach. In 
addition, these services may have particular value for 
follow-up visits and medication management visits, 
in which the clinician is aware of the patient’s history. 
However, the benefits these services offer to clinicians 
likely vary by the type of clinician. Clinicians with full 
schedules may view logging into two-way video visits 
as a burden. In addition, it is unclear how these services 
will impact long-term patient spending. In general, these 
services are easy to use and therefore at higher risk for 
unnecessary use. 

In general, insurers asserted that the use of telehealth for 
inexpensive primary care services is likely to keep their 
enrollees out of the ED, the urgent care setting, and other 
expensive settings (Alliance of Community Health Plans 
2015). Therefore, some insurers we interviewed view 
telehealth services for basic primary care functions as a 
potential replacement for face-to-face services. Others 
stated that while the impact of these services on costs 
is currently inconclusive, they anticipate that the use of 
some services (such as behavioral health) could increase 
when delivered through telehealth. Several insurers cover 
telehealth access to specialty care, particularly behavioral 
health and oncology care. They believe telehealth services 
are a good match for these specialties because the 
follow-up visits for these patients do not typically require a 
physical exam. In addition, insurers are covering telehealth 
for dermatology, as images of the skin can be transmitted 
using store-and-forward images or two-way video. Some 
insurers cover in-hospital physician consultations using 
telehealth technologies.  

To provide basic primary care services, many insurers 
contract with telehealth vendors to provide 24-hour access 
to physicians and nurse practitioners, hire health systems, 
or staff their own clinician call centers for their members. 
In general, insurers have a variety of vendors to choose 
from. The Healthcare Information and Management 
Systems Society found that between 2014 and 2015, the 
number of vendors selling telehealth services increased 
from 69 to 85, an increase of 23 percent (Healthcare 
Information and Management Systems Society 2015). 

With regard to primary care, insurers generally allow 
patients to initiate contact with clinicians from their homes 
or remotely. Several insurers stated that because their goal 
is to expand access and convenience to basic primary care, 
they rarely limit telehealth use by geographic location 

Commercial insurers that cover telehealth are 
focused on primary care

Several commercial insurers, including some of the largest 
insurers in the United States, have been using telehealth 
services more regularly in recent years. Insurers stated 
that their rationale for implementing telehealth services 
was multifaceted. Some insurers sought to improve 
quality, expand access and convenience, and reduce costs, 
particularly for underserved areas. Some also stated that 
clinicians were requesting the ability to use telehealth. 
In addition, several insurers contended that telehealth 
services are more compatible with capitated payment 
models because capitation controls the risk of overuse.  

In recent years, several sources—including those in our 
own interviews—have suggested that commercial insurers 
are expanding their coverage of telehealth services, 
but to date there has been little evidence of an increase 
in telehealth utilization in insurers’ claims data. In an 
analysis of claims data from Aetna, Humana, Kaiser 
Permanente, and United Healthcare, the Health Care 
Cost Institute (HCCI) concluded that the use of telehealth 
services was extremely low from 2009 to 2013 (Wilson 
et al. 2016). For example, for 2013, HCCI identified just 
2,558 telehealth claims for primary care, compared with 
approximately 19 million nontelehealth primary care 
claims. 

In general, insurers tend to focus their coverage of 
telehealth on basic medical care, especially after-hours 
care. Some refer to these services as tele–primary care and 
tele–psychiatric care. Tele–primary care is the delivery of 
basic primary care services using telehealth modalities, 
such as e-mail, video, or store-and-forward technology. 
These services are delivered by physicians and nurses, 
just as they would be in face-to-face encounters, and are 
conducted in a variety of settings. Most importantly, they 
can be conducted from the patient’s home or remotely 
by cell phone or e-mail. Tele–psychiatric care is the 
delivery of behavioral health services in which clinicians 
(psychiatrists, psychologists, social workers, and nurses) 
conduct diagnostic evaluations and individual and group 
psychotherapy visits with patients using two-way video. 
These services are conducted between a number of 
settings, such as hospitals, health clinics, physicians’ 
offices, and patients’ homes. 

There are various benefits and drawbacks to both 
tele–primary care and tele–psychiatric care. Patients 
gain greater convenience and access to their clinicians, 
particularly patients with chronic conditions, patients with 
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entities. These systems assert that their goal is to expand 
access, improve quality, and reduce costs. Many systems 
have implemented hospital-based telehealth services 
because they intend to link their various facilities, clinics, 
and physician groups with one another to share resources. 
Other systems include services such as primary care, 
behavioral health, and case management. While the 
efficacy of these approaches remains unclear, health 
systems typically market these telehealth services to 
subscribers as having the potential to reduce hospital 
length of stay and create staffing efficiencies. In addition, 
health systems assert that their telehealth services may be 
more compatible with capitated payment models.  

The three most common forms of telehealth services in 
use at the health systems we interviewed were telestroke, 
tele–ICU, and telehospitalist care. 

• Telestroke care is the use of two-way video to connect 
patients in the hospital ED with neurologists in distant 
locations. The neurologist evaluates the patient from 
afar to determine whether the patient has suffered 
a stroke and whether that stroke is ischemic (blood 
clot) or hemorrhagic (brain bleed), and to assist with 
the treatment of the patient. Central to the concept of 
telestroke is the need for timely treatment of ischemic 
strokes, which, if caught in time, can be treated with 
tissue plasminogen activator (tPA), a clot-busting drug 
that has the potential to reduce disability resulting 
from the ischemic stroke. However, administration of 
tPA must occur in the first few hours after the stroke to 
be effective (Grotta 2014). 

• Tele–ICU is the use of two-way video to connect 
patients in the ICU with clinicians outside the hospital. 
The patient is monitored remotely by clinicians who 
are available to on-site clinicians through two-way 
video to assist with the patient’s treatment. To monitor 
patients, tele–ICU programs also use real-time data 
integration, electronic health record access, and 
specialized surveillance applications. 

• Telehospitalist care is the use of two-way video to 
connect patients in inpatient rooms with clinicians 
outside the hospital. Similar to tele–ICU, this service 
is focused on patient monitoring and providing 
assistance to on-site clinical staff, especially on nights 
and weekends. Telehospitalist care offers on-site 
clinicians assistance with issues such as medication 
management, pain control, blood sugar levels, and the 
monitoring of patient vitals.

(urban vs. rural) or by the originating site of the patient 
(home, work, or mobile location). 

Insurers generally pay providers for telehealth services 
at the same base rate as face-to-face visits, but enrollee 
cost sharing varies. Many insurers we interviewed do not 
pay for telehealth services differently from face-to-face 
visits because they want to give providers the incentive 
to offer these services. In some cases, state law requires 
equivalent payment for telehealth and in-person services. 
In other cases, insurers that are staff-model HMOs, which 
employ their own clinicians, treat many telehealth services 
as equivalent to in-person services. However, one insurer 
we interviewed disliked state payment parity laws for 
telehealth services. That insurer stated that it would prefer 
to not pay the cost of office overhead when clinicians do 
all their business through telehealth without a traditional 
office setting. 

Cost-sharing levels vary by insurer. Some insurers, 
particularly those that use direct-to-consumer telehealth 
vendors, such as Teledoc and AmericanWell, pass the 
vendor’s fees along to their enrollees as cost sharing, 
charging a copayment of $40 to $50 per primary care visit. 
A few insurers offer their enrollees no copayment, or a 
lower copayment, for opting to use telehealth services 
over face-to-face services. Other insurers differentiate 
cost-sharing levels by telehealth modality, with higher 
copayments for two-way video visits than for e-mail visits. 

Insurers have implemented different methods for 
curtailing unnecessary use of primary care telehealth 
services. Insurers asserted that the unnecessary use of 
telehealth services, particularly for basic primary care 
services, is not a major concern for them because these 
are low-cost services, but they have taken some moderate 
measures to limit unnecessary use. First, they rely on plan 
networks to limit use to only trusted providers. Second, 
they often instruct patients and providers that telehealth 
services should be limited to basic primary care services 
or common conditions such as flu, gastrointestinal 
symptoms, colds, sinus infections, and headaches. Third, 
they exclude certain types of medication, such as pain 
medications and lifestyle drugs (e.g., Viagra), from being 
prescribed through telehealth visits. 

several health systems have developed telehealth 
services

Several large health systems are advancing the growth 
in telehealth services by developing products that they 
distribute within their own systems and market to other 
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Health systems market their telehealth subscription 
services to providers and insurers outside of their systems, 
but they also sell subscription services to facilities within 
their own systems. These systems typically purchase 
hardware and software from manufacturers that are 
designed specifically for telehealth and then add their 
own clinical expertise (e.g., physicians, nurses, and case 
managers) in the form of call centers. The telehealth 
services typically come in two forms: hospital-based 
(largely specialty care) and basic medical care. Hospital-
based services include telestroke, tele–ICU, telehospitalist, 
telecardiology, and tele–psychiatric care. Basic care 
services include telehealth behavioral health care, primary 
care, and case management, which are largely sold to 
insurers, employers, and physician practices. 

Health systems and hospitals indicated that hospitals 
seeking to develop their telehealth infrastructure have 
been able to receive federal grants in recent years to 
finance their costs. The United States Department of 
Agriculture (USDA) and the Department of Health and 
Human Services have awarded millions of dollars in grants 
and loans for use in developing rural health care. These 
funds are still being expanded. For example, in November 
2015, the USDA added $23.4 million in additional 
funding for 75 telehealth projects across 31 states (United 
States Department of Agriculture 2015). The Federal 
Communications Commission has also contributed 
millions of dollars to developing broadband infrastructure 
and access across the country with a focus on rural 
populations (Federal Communications Commission 2016).

employers seeking telehealth services
Employers have contributed to growth in the use of 
telehealth services by developing their own services for 
their employees or hiring commercial insurers and health 
systems to provide these services. Many of the insurers 
and providers we interviewed stated that employers in 
their markets have become increasingly interested in 
telehealth services and are requesting that telehealth 
be built into their benefit packages. Insurers and health 
systems assert that employers hope to create convenience 
for their employees, reduce employee absences, or lower 
the organizations’ health care costs by keeping employees 
out of EDs and urgent care centers. 

Walmart, the largest employer in the United States, has 
chosen to implement its own telehealth services for its 
employees. In many of their stores, Walmart has built 
health clinics that rely on two-way video to connect 
patients with clinicians remotely. These clinics serve 

The benefits and drawbacks of these three hospital-
based telehealth services are similar. They expand access 
to expert clinicians such as neurologists, hospitalists, 
physician intensivists, and expert nursing staff to areas or 
facilities that lack a sufficient supply of these clinicians, 
rural and small hospitals in particular. These services 
also offer hospitals greater efficiency by enabling them 
to reduce labor costs associated with staffing the ED with 
a neurologist or the ICU with an intensivist. In addition, 
having the capacity to offer stroke care, an ICU, and high-
quality inpatient services allows rural and small hospitals 
to retain more of the patients that they might otherwise 
transfer to larger facilities. Retaining patients at rural or 
small hospitals may also benefit larger facilities with high 
occupancy rates and overcrowded EDs. For beneficiaries, 
these services could improve the quality of care by 
reducing the time between stroke and tPA administration 
or by providing access to clinicians around the clock. 
Beneficiaries could also benefit from the broader 
availability of these services by being able to stay closer to 
their homes and reduce their driving times. 

Health systems representatives stated in interviews that 
the most significant drawback to developing telehealth 
networks was the requirement of capital investment. For 
example, the telehealth hardware and software that act 
as the network’s foundation cost $1 million or more. 
This cost varies considerably based on the size of the 
system and does not include the cost of the clinicians 
and technical staff needed to operate the call-in center or 
the telehealth stations in the system’s hospitals, clinics, 
and physician offices. Health systems and vendors told 
us that the cost of outfitting a single hospital inpatient or 
ICU room with the capacity to conduct two-way video 
and share clinical information electronically with the 
call-in center can be as much as $10,000. Alternatively, 
a single mobile telehealth cart that can move from room 
to room can cost the hospital as much as $20,000. In 
both cases, there are also ongoing costs to maintain these 
technologies. The capital investment required to build 
telehealth systems into SNFs is thought to be similar 
to those of hospitals (Grabowski and O’Malley 2014). 
Health systems and vendors also stated that for clinics or 
physician offices, the capital investment required for a 
basic single telehealth station can cost as much as $2,500. 
For patients receiving telehealth services at home, the 
telehealth capital investment is typically lower because 
they can connect with clinicians through their home/work 
computer, tablet, or cell phone. 
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• HT programs are case management programs for 
patients with chronic conditions, such as diabetes, 
congestive heart failure (CHF), hypertension, obesity, 
head injury, and depression. HT programs served 
nearly 156,000 patients in fiscal year 2015. The VA 
asserts that the HT program has resulted in declines 
in hospital bed days used and hospital admissions in 
general.

• SFT programs enable clinical images to be acquired 
at sites close to the patient and the interpretation 
and reporting of these images to occur remotely 
and asynchronously. The SFTs are used for retinal 
imaging, dermatology, pathology, wound care, 
spirometry, and cardiology. The VA’s SFT program 
served nearly 298,000 patients in fiscal year 2015.

VA staff members said they decided to implement 
telehealth programs in two stages. The first stage involved 
individual clinicians convincing their respective VA 
medical centers to invest in telehealth technologies; soon 
the use of these technologies grew across the VA network 
of facilities. The technology adopted by the VA was 
driven by which areas the VA clinicians identified as being 
suitable for telehealth use. The second stage involved the 
VA leadership’s development of a system-wide centralized 
telehealth center to prevent the duplication of each VA 
medical center operating its own telehealth system. 

VA staff asserted that the telehealth programs they 
implemented were possible under the VA system, in part, 
because of the VA’s unique characteristics. The VA is the 
largest integrated health care system in the United States 
and is organized into 21 geographically defined Veterans 
Integrated Service Networks (VISNs) that include a 
network of medical centers, clinics, and veterans centers 
(Veterans Health Administration 2016). The VA provides 
each VISN with a capitated annual budget to use toward 
health care planning and resource allocation for the 
facilities and veterans within their geographic area (Oliver 
2007). Also, the VA requires patients to pay either the 
same copayment for telehealth visits as face-to-face visits 
or no copayment, depending on the service. Therefore, 
under these circumstances, the misuse of these services—
otherwise incentivized under FFS payment—is mitigated 
and patients are not financially penalized for using 
telehealth services. Additionally, because VA clinicians are 
allowed to practice across state lines, state-level medical 
licensure requirements are not barriers to overcome. Across 
all their telehealth services, VA staff members contend that 
the quality of care has increased and that veterans have 

not only Walmart employees and their families, but also 
Walmart customers. Walmart employees enrolled in the 
Walmart employee health plan pay a copayment of $4 
per visit, and Walmart customers are charged a $40 fee. 
Walmart contends that this solution enables timely access 
to clinicians and increases the quality of health care 
service for their employees. 

Evidence that telehealth services are included in employer 
health insurance plans has grown in recent years. The 
Kaiser Family Foundation, in partnership with the Health 
Research & Educational Trust, concluded that based on 
their survey of employer-sponsored health benefits in 
2015, 27 percent of large firms (200 or more employees) 
offered telehealth coverage (Kaiser Family Foundation and 
Health Research & Educational Trust 2015). Based on a 
similar survey of employers, Towers Watson concluded 
that employers’ coverage of telehealth will increase in 
future years, projecting that 56 percent of employers 
would cover telehealth in 2016 and over 80 percent would 
in 2018 (Towers Watson 2015). The National Business 
Group on Health’s 2015 report corroborates these findings, 
concluding that 74 percent of employers plan to offer 
some form of telehealth to employees in 2016, up from 48 
percent who planned to offer telehealth in 2015 (National 
Business Group on Health 2015). 

Department of Veterans Affairs has been 
using telehealth for several years
The VA has had telehealth programs in place for over a 
decade. In fiscal year 2015, the VA’s telehealth programs 
served more than 736,000 veterans through more than 2 
million online visits. In fiscal year 2014, 55 percent of 
VA telehealth visits were for veterans living in rural areas 
and 45 percent were for veterans living in urban areas 
(Department of Veterans Affairs 2014).

The VA currently has three categories of telehealth 
programs: clinical video telehealth (CVT), home telehealth 
(HT), and store-and-forward telehealth (SFT). 

• CVT programs are real-time video consultations 
covering 44 clinical specialties, including intensive 
care, primary care, mental health, amputation care, 
cardiology, neurology, audiology, and remote nursing 
home consultations. The VA’s CVT programs link the 
various facilities within the VA’s integrated system, 
including the 150 VA medical centers and 1,400 VA 
community-based outpatient clinics. CVT programs 
served nearly 282,000 patients in fiscal year 2015. 



250  

chronic obstructive pulmonary disease (COPD), asthma, 
or diabetes) (Center for Connected Health Policy 2015).

Among states with more inclusive Medicaid telehealth 
coverage, the following stand out:

• Maine has no limit on originating sites geographically 
(urban or rural), covered services, or eligible 
providers. 

• New Mexico has no limit on originating sites 
geographically, allows a wide array of providers to 
deliver telehealth services, and is one of eight states to 
issue telehealth licenses to providers from other states 
who meet certain requirements.

• Virginia is participating in a CMS demonstration for 
dually eligible Medicare and Medicaid beneficiaries 
that uses capitated reimbursement for providers, 
waives Medicare’s urban telehealth limitation, permits 
store-and-forward technology, and permits RPM. 

Among states with more restrictive Medicaid telehealth 
coverage are:

• Connecticut and Rhode Island, which do not cover 
telehealth under their state Medicaid programs and do 
not have telehealth parity laws. 

• Idaho, which limits telehealth coverage to behavioral 
health services, permits only physicians to provide 
telehealth services, and requires written informed 
consent to cover telehealth services.  

• Florida and Montana, which limit reimbursement for 
telehealth to only physicians.

evidence of the efficacy of telehealth in 
existing literature is mixed
To date within academic research, evidence of the 
efficacy of telehealth services is mixed. Several studies 
conclude that many telehealth services expand access and 
convenience. However, other studies assessing telehealth’s 
impact on quality and costs demonstrate mixed results. 
Two large-scale literature reviews conducted in recent 
years demonstrate mixed results for telehealth services 
in general and for most telehealth services individually. 
Smaller scale studies of telehealth interventions have 
found positive and negative outcomes. 

Access to care and convenience

A wide array of research on telehealth interventions 
demonstrates, in general, that these services improve 

better access to, and receive, more timely care. However, 
more peer-reviewed studies are needed to confirm these 
claims. 

state-level telehealth parity laws and 
Medicaid coverage vary 
States’ policies related to the parity of telehealth services 
with in-person services, as well as their Medicaid coverage 
of telehealth, vary considerably across states. In 2016, 28 
states plus the District of Columbia have telehealth parity 
laws mandating that private insurers cover telehealth 
services as they would face-to-face services. This number 
doubled over the last four years (American Telemedicine 
Association 2016a). 

Almost all Medicaid programs cover some form of 
telehealth service in 2016, but there is wide variation in the 
extent to which telehealth is covered. Of the 51 Medicaid 
programs, 49 cover telehealth services to some degree. 

Originating sites: 43 programs cover telehealth 
services without geographic limitations (urban vs. 
rural); 36 programs recognize the patient’s home as an 
originating site. 

Reimbursement: 29 programs reimburse the 
originating site for the service; all reimburse the 
distant site. 

Services: 9 programs do not have restrictions on 
the types of medical services that can be used for 
telehealth; 40 programs have restrictions. Services 
that are most commonly covered by these programs 
include physician office visits, specialist consultations, 
mental health assessments, psychotherapy, and 
pharmacological management (Center for Connected 
Health Policy 2015).

Provider types: 34 programs restrict the types of 
providers that are permitted to provide telehealth 
services. 

Modality: 48 programs offer some type of two-way 
video reimbursement, and 9 programs reimburse for 
store-and-forward telehealth. California permits the 
use of store-and-forward telehealth for dermatology, 
ophthalmology, and dentistry. Remote patient 
monitoring (RPM) is permitted by 16 state Medicaid 
programs but is commonly limited to certain types of 
providers and clinical conditions. For example, some 
programs permit only RPM by home health agencies; 
Colorado permits RPM for one of four conditions (CHF, 
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over 1,000 studies using a strict set of inclusion criteria 
aimed at identifying the most rigorous and reliable 
systematic reviews. AHRQ’s analysis noted that of the 
numerous studies reporting that telehealth interventions 
produced positive results, not a single study definitively 
demonstrated the efficacy of telehealth services in 
general or of individual services in particular. AHRQ also 
concluded:

• Telehealth services can improve outcomes (e.g., 
mortality, utilization) when used for communication 
and counseling, monitoring, and management for 
patients with several chronic conditions and for 
patients requiring behavioral health care. 

• There needs to be additional research to better 
understand telehealth interventions involving 
physician consults, acute care, maternal and child 
health, urgent and primary care, the management of 
serious pediatric conditions, and the integration of 
behavioral and physical health. 

Overall, AHRQ concluded that future telehealth research 
should be designed to evaluate (1) specific interventions 
rather than multiple telehealth and nontelehealth 
interventions combined and (2) their use under different 
payment models. 

A second literature review, published in 2014 in 
partnership with the industry group the Alliance for 
Connected Health, also found mixed results related to 
quality (Bashshur et al. 2014). The authors assessed 
more than 70 studies published between 2000 and 
2014 that were related to telehealth interventions in 
the management of chronic diseases. Their focus was 
on telehealth interventions for patients with CHF, 
stroke, and COPD, and most of the interventions they 
evaluated involved remote patient monitoring. This 
study concluded that telehealth interventions, in general, 
can reduce hospitalizations and ED visits, which can 
result in improved health outcomes. However, other 
outcomes were more mixed. They found that telehealth 
intervention for stroke care was feasible and reliable and 
improved health outcomes better than other telehealth 
services, while interventions for CHF and COPD patients 
had mixed results. Some CHF and COPD studies they 
evaluated demonstrated declines in hospital admissions, 
mortality, and improvement in long-term survival and 
social functioning. However, other studies demonstrated 
increases in admissions and mortality, or no change in 
service use. The authors also suggested that future research 

patients’ access to care and convenience in acquiring care. 
The level of improvement can vary, depending on the 
telehealth service provided and the settings in which it is 
provided. 

Basic medical care: Among recent studies with positive 
findings, one found that telehealth services permitted 
patients without prior connection to a provider to 
contact clinicians from home or remotely (Uscher-
Pines and Mehrotra 2014). However, this study also 
found that most of the patients using these services 
were not in more disadvantaged communities. Another 
study found that two-way video provided patients 
residing in nursing homes with convenient access to 
physician services (Grabowski and O’Malley 2014). 

Remote patient monitoring: Several studies reported 
that monitoring patients at home expanded their access 
to health care services (Baker et al. 2011, Chaudhry et 
al. 2010, Maeng et al. 2014, Takahashi et al. 2012). 

Time-sensitive medical care: Studies found that 
telestroke services in EDs diminished geographic 
disparities for patients needing acute stroke care 
(Demaerschalk et al. 2012, Nelson et al. 2011, 
Switzer et al. 2013) and that tele–ICU interventions 
have provided access to intensive care physicians, 
particularly at rural hospitals and hospitals within 
hospital systems (Boots et al. 2011, Sapirstein et al. 
2009).

Store-and-forward telehealth services: One study 
demonstrated that these services increased access to 
retinal screening for patients with diabetes (Kirkizlar 
et al. 2013). The VA has used teleretinal screening for 
several years to provide access to retinal specialists at 
the VA’s medical centers and clinics. 

Quality and patient outcomes

Research is mixed on whether telehealth services, in 
general, improve the quality of patient care and outcomes. 
Some research demonstrates that telehealth services can 
improve quality, using certain interventions in certain 
settings. However, other studies conclude that telehealth 
interventions can have negligible or negative outcomes for 
patients.

In December 2015, the Agency for Healthcare Research 
and Quality (AHRQ) released a draft report providing 
a review of academic literature evaluating the effect of 
telehealth services on quality. AHRQ’s literature review 
is based on 44 published studies, drawn from a field of 
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can be an effective and reliable approach for routine 
management of patient referrals for basic dermatological 
care (Moreno-Ramirez et al. 2007). 

Costs of care

Research is mixed on whether telehealth services, in 
general, reduce the costs of care. A large volume of 
research conducted on cost implications of telemonitoring 
interventions and outcomes has produced mixed results. 
There has been less research on the cost implications of 
telestroke care and teleretinal scanning, but the results 
have been more positive. In addition, a recent study shows 
the potential for telehealth services to increase costs by 
incentivizing new utilization. 

The literature review published in 2014 in partnership with 
the Alliance for Connected Health (referred to earlier) 
demonstrated that telehealth interventions can have 
variable effects on costs. Some studies included in this 
analysis found that telemonitoring interventions for CHF 
and COPD patients showed reductions in hospitalizations, 
and other studies found increased hospitalizations, 
which would have corresponding implications for costs. 
In addition, this analysis found that telestroke care can 
improve patient outcomes for acute stroke patients. 

Some studies demonstrate that telemonitoring 
interventions can reduce costs. For example, the 2011 
Baker study concluded that the telemonitoring of 
Medicare beneficiaries with certain chronic conditions 
was associated with spending reductions of 8 percent to 
13 percent per beneficiary (Baker et al. 2011). Similarly, a 
study of Geisinger Health Plan’s (GHP’s) telemonitoring 
program for Medicare Advantage members with heart 
failure resulted in reduced admissions, 30-day and 90-
day readmissions, and cost of care (Maeng et al. 2014). 
The GHP program reduced costs by 11 percent per year, 
and GHP’s estimated return on investment was 3.3 times 
the investment. GHP estimated savings by comparing 
expected expenses and observed expenses over five years. 

By contrast, some research demonstrates that 
telemonitoring services do not reduce costs. The Chaudhry 
study (referred to earlier) concluded that the costs of 
patients who had telemonitoring did not differ from similar 
patients who had not had telemonitoring (Chaudhry et al. 
2010). These patients had similar numbers of subsequent 
readmissions and numbers of days in the hospital. A 
different study of patients with a recent hospitalization 
for COPD, who were randomized to receive daily home 
telemonitoring, had similar rates of future admissions 

on telehealth be more targeted by clinical diagnosis and 
specific intervention.

Certain individual studies have demonstrated quality 
improvements resulting from specific telehealth 
interventions such as telemonitoring, basic medical 
care delivered in nursing homes, tele–ICU programs, 
and teledermatology. One study concluded that the use 
of telemonitoring as part of a larger care management 
program for Medicare beneficiaries with certain chronic 
conditions (CHF, COPD, or diabetes) was associated 
with improvements in mortality rates (Baker et al. 2011). 
Specifically, in the second year of the intervention, the 
mortality rates for patients receiving telemonitoring were 
lower (9.7 percent) than for patients who did not receive 
telemonitoring (12.2 percent). Another study concluded 
that the use of two-way video physician visits for patients 
in nursing homes reduced hospitalizations and generated 
savings (Grabowski and O’Malley 2014). These telehealth 
services were implemented for urgent calls on weeknights 
and weekends. 

By contrast, some studies concluded that telemonitoring 
programs can have negligible or negative outcomes 
for patients. One study found that mortality rates were 
higher for patients who received telemonitoring services 
at home (Takahashi et al. 2012). Specifically, this study 
was a randomized controlled trial of adults over the 
age of 60 with multiple health problems who received 
telemonitoring services. The authors found that mortality 
was higher (14.7 percent) for patients who had been in 
the telemonitoring group than patients who had received 
usual care (3.9 percent). In addition, this study concluded 
that the use of telemonitoring did not yield lower 
hospitalizations or ED visits. A different randomized 
controlled study concluded that telemonitoring of patients 
who had recently been hospitalized for heart failure had 
mortality rates similar to those of patients who did not use 
telemonitoring (Chaudhry et al. 2010). 

A limited set of studies demonstrates that tele–ICU and 
teledermatology interventions can improve quality, but 
this body of research is not comprehensive. One study 
concluded that tele–ICU reduced mortality and length 
of stay when patients were in the ICU, but found no 
improvement in patient mortality or length of stay once the 
patient left the ICU for the standard inpatient department 
(Young et al. 2011). Another study provides evidence that 
tele–ICU programs can improve best practices and lower 
rates of preventable complications (Lilly et al. 2011). In 
addition, there is some evidence that teledermatology 
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always definitive (Audebert et al. 2009, Nagao et al. 
2012). Studies of telemonitoring of patients at home in the 
United Kingdom, Argentina, and Canada found reductions 
in hospital admissions and ED use, as well as quality 
improvements (Ferrante et al. 2010, Steventon et al. 
2012, Stickland et al. 2011). However, studies of patients 
in Germany and Italy demonstrated no change in either 
patient utilization or quality; the studies showed mixed 
outcomes such as lower risk of hospitalization but longer 
hospital stays once admitted (Koehler et al. 2011, Pedone 
et al. 2013). 

policy issues for telehealth coverage 
expansion under Medicare
Policymakers have several issues to consider regarding 
the expansion of telehealth coverage under Medicare. Our 
discussion covers three payment and delivery systems that 
exist in Medicare: Medicare Advantage, bundled payment 
and ACOs, and FFS. Each system currently incorporates 
some degree of coverage of telehealth services; however, 
they have different financial incentives for insurers, 
providers, and beneficiaries. The Commission believes 
policymakers should consider each system’s unique 
incentives in making future policy related to the coverage 
of telehealth services. 

Medicare Advantage 

MA plans must cover any telehealth services that are 
covered as a part of FFS Medicare (under the PFS). As 
a part of this requirement, CMS allows plans to provide 
other telehealth services that are adjunct to the provision 
of Medicare FFS benefits. MA plans include the costs 
associated with these telehealth services in their bid 
amounts. Under this construct, the benefits available to 
Medicare beneficiaries are the same under FFS Medicare 
and MA. In addition, MA plans may cover telehealth 
services beyond what is covered under FFS Medicare as 
an extra benefit (“supplemental benefit”), but these extra 
benefits are not included in the plan’s bid amount.

In CMS’s MA manual, the definition of services adjunct 
to the provision of FFS benefits is ambiguous and 
subject to interpretation. The manual indicates that some 
communication between a patient and physician (e.g., 
e-mail) may be considered “part of the basic FFS benefit.” 
(Centers for Medicare & Medicaid Services 2016a). 
CMS states that such communication may be viewed as 
complementary to the physicians’ or plans’ responsibilities 
to provide the services covered under FFS Medicare. In 
our view, the difference between telehealth services that 

and days in the hospital as patients who had not received 
telemonitoring (Pinnock et al. 2013). 

There is some initial evidence of cost savings for 
telestroke and store-and-forward teleretinal screening. 
Studies pertaining to telestroke cases suggest telestroke 
care may generate cost savings for either the payer or the 
provider. One study concluded that telestroke networks 
could increase the number of patients discharged home 
and reduce the costs borne by the stroke-network 
hospitals (Switzer et al. 2013). The study compared a 
telestroke network consisting of a hub hospital with 7 
spoke hospitals and about 1,100 acute stroke patients with 
hospitals without a hub-and-spoke telestroke network. As a 
result of the telestroke network, six more patients per year 
were discharged home, more patients received clot-busting 
medication (tPA), and the hospital network was expected 
to achieve an estimated $360,000 per year in cost savings, 
or $45,000 per year per spoke hospital. Also, the Nelson 
study (referred to earlier) concluded that when a lifetime 
perspective is taken, telestroke appears cost effective 
compared with usual care because telestroke costs are up 
front and the benefits—the lifelong health status of the 
patient—occur over time (Nelson et al. 2011). 

With regard to store-and-forward telehealth and teleretinal 
screening, one study concluded that the use of this service 
is cost effective for the VA for patients younger than 80 
years and at VA medical facilities with a population of 
more than 3,500 veterans (Kirkizlar et al. 2013). Cost 
efficiency was generated from the early detection and 
prevention of blindness, the eventual result of retinopathy. 
However, some researchers caution policymakers that in 
addition to the benefits telehealth services can produce, 
these services can also drive increases in health care 
spending by increasing utilization (Mehrotra 2014).

International studies of telehealth demonstrate 
similarly mixed results

Outside of the United States, evidence of telehealth’s 
efficacy also appears to be mixed. Much like studies 
conducted in the United States, international studies 
demonstrate a wide range of methods, study a broad 
assortment of telehealth interventions and patient 
populations, and produce varying outcomes. Studies 
conducted in Australia have concluded that telehealth 
interventions have expanded access to cancer care in rural 
areas (Sabesan et al. 2012, Sabesan et al. 2009). Studies of 
telestroke in the United Kingdom and Australia identified 
long-term cost savings, quality improvements, and the 
reliability of this service, but health outcomes were not 



254  

originating sites are permitted to be in urban areas (not 
just rural areas) and can be beneficiaries’ homes (not 
just medical facilities). Under BPCI, originating sites are 
permitted to be in urban areas, not just rural areas, but they 
may not be a patient’s home. CMMI’s Next Generation 
ACO model permits telehealth services that exceed the 
standard Medicare benefit by allowing originating sites to 
be in urban areas and patients’ homes. 

CMS could consider whether the waivers for these three 
CMMI programs should be expanded to include a broader 
range of telehealth services. For example, CMS could 
expand the use of telehealth services under the CJR and 
Next Generation ACO programs to telehealth services that 
are not included in the standard Medicare benefit, such as 
allowing patients to obtain basic medical care remotely 
(outside of their homes) or expanding the use of store-and-
forward telehealth. 

Fee-for-service 

Telehealth services are currently covered to a limited 
degree as a part of the Medicare FFS benefit under the 
PFS. Many insurers, providers, and telehealth experts 
assert that covering telehealth services under FFS payment 
could risk unnecessary use of services. Paying separately 
for each telehealth encounter could increase spending. If 
policymakers were to expand the coverage of telehealth 
services under FFS, they would need to consider doing so 
in a targeted manner that reduces risk of unnecessary use. 
For example, telestroke programs appear to offer greater 
access to specialists in certain markets, target a specific 
set of severely ill patients in need of timely care, and have 
minimal risk of unnecessary use. There is evidence to 
suggest that telestroke care can improve patient outcomes 
and may reduce long-term disability-related costs when 
there is no access to in-person neurology consultations. 
Telestroke care is currently permitted in rural settings, 
but policymakers may wish to consider expansion of this 
service to urban settings.  

As with other services paid through FFS Medicare, 
providers have an incentive to increase the use of services, 
regardless of the impact on total spending. In addition, the 
Congressional Budget Office has asserted that greater use 
of telehealth services could increase or decrease spending, 
depending on whether telehealth services supplemented or 
substituted for in-person care. For example, policymakers 
could expand all telehealth services currently included 
under the PFS to urban settings or expand the current 
definition of an originating site to include beneficiaries’ 
homes. Both of these options represent considerable 

are complementary to the delivery of services covered 
under FFS Medicare and telehealth services CMS defines 
as extra benefits needs to be clarified. Some plans interpret 
any telehealth service as an extra benefit, and in doing 
so, prohibit clinicians from providing services that are 
complementary to the delivery of services covered under 
FFS Medicare, such as making follow-up phone calls to 
patients about lab test results. By contrast, other plans 
interpret any and all telehealth services as complementary. 
Clarification of this issue could enable greater consistency 
in practice across plans. We believe that CMS has the 
statutory authority to clarify this definition. 

Another policy consideration relates to MA’s financing of 
extra benefits. Remote patient monitoring using telehealth, 
for example, is not a covered service under FFS Medicare, 
and is one service CMS would define as an extra benefit. 
MA plans must finance the cost of extra benefits either 
through their rebates or by charging Medicare enrollees 
a supplemental premium. If MA plans bidding below 
their benchmark wanted full Medicare payment for the 
cost of extra benefits, a change in law would be required. 
Policymakers could consider allowing MA plans to build 
the costs associated with extra telehealth benefits into their 
bid amounts. This policy is included in the President’s 
Budget for Fiscal Year 2017. Permitting this action would 
simplify the financing of extra benefits but would come 
with several complications, including inequity between the 
benefits covered under FFS Medicare and MA. This policy 
could also increase program spending if plan bid amounts 
increased and could result in MA plans narrowing their 
networks of providers. 

Bundled payment and accountable care 
organizations

Three CMMI models involving bundled payment and 
ACOs currently include coverage of telehealth services 
broader than the standard Medicare benefit. CMS could 
consider expanding coverage for telehealth services either 
in existing CMMI programs or in new programs with this 
targeted focus. 

For three models, CMMI has exercised its authority 
to waive the requirement that benefits offered in 
these programs be equivalent to the standard benefit. 
Organizations participating in the CJR and BPCI programs 
accept bundled payment rates for the care of individual 
patients for an entire episode of care. Under bundled 
payment, providers have the incentive to use any service 
that they believe can reduce the costs of providing care 
during the episode or improve quality. For the CJR, 



255 

Conceptually, this might be similar to the monthly chronic 
care management (CCM) code that exists in the Medicare 
PFS. As a part of CCM, practitioners can bill Medicare 
for monthly care management of patients with more than 
one chronic condition, but they must ensure round-the-
clock access to care management services and provide 
enhanced opportunities for patients to communicate with 
the practitioner through telephone, messaging, Internet, or 
other methods (Centers for Medicare & Medicaid Services 
2015a).15

If policymakers decide to expand telehealth services 
under FFS Medicare, it would be important to consider 
how beneficiary cost sharing would be structured. For 
example, if cost sharing for telehealth services were 
less than for in-person visits, beneficiaries would have a 
greater incentive to use telehealth. The opposite would 
be true if cost sharing for telehealth were higher than 
for in-person visits. In addition, policymakers should 
consider the role that supplemental plans play in sheltering 
beneficiaries from cost-sharing implications. For 
example, beneficiaries might not respond to cost-sharing 
incentives if supplemental plans covered their cost-sharing 
liability. Policymakers would also need to be aware that 
any changes to the Medicare FFS setting, in terms of 
expanding telehealth coverage, would in turn be included 
in the basic Medicare benefit and therefore, by statute, be 
included in MA plans’ bid amounts. ■

expansions that incorporate greater risk of unnecessary use 
and increased spending. 

With regard to telehealth services involving basic medical 
care and remote patient monitoring of patients in their 
homes, policymakers could consider partial capitation 
payment models, such as per member per month payments 
for primary care. Some commercial insurers believe 
telehealth can assist in providing basic medical care. 
However, evidence of the efficacy of telehealth services 
for basic medical care, both in terms of quality and cost 
savings, is mixed. Similarly, the use of remote patient 
monitoring in patients’ homes has become more common 
in recent years, but the evidence of its efficacy is mixed. 
Because of the lack of clear evidence, policymakers could 
consider allowing clinicians to provide telehealth services 
to patients under a primary care partial capitation payment 
model that pays a fixed monthly payment to clinicians 
rather than paying separately for each encounter. 

The Commission has discussed a model in which primary 
care providers would be paid for primary care on a 
monthly partial capitation basis plus FFS at a reduced 
rate. All other services would be paid at full FFS rates. 
The objective of this model is to give providers more 
flexibility to structure their practice and promote efficient, 
high-quality care. Providers could choose to use this 
partial capitation amount to offer telehealth services. 
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1 The terms telehealth and telemedicine are used as synonyms 
by many sources, but differ slightly. Telehealth tends to be 
used in describing a broad range of health care services that 
are delivered through a number of electronic modalities. 
Telemedicine is often used to describe basic medical 
services delivered by physicians or nurses through electronic 
modalities. 

2 The ATA’s four types of telehealth services include 
primary care and specialist referral services, remote patient 
monitoring, telepharmacy, and off-site analysis of imaging 
or tests. The ATA also categorizes telehealth services in four 
different modalities: networked programs, point-to-point 
connections, monitoring center links, and web-based e-health 
patient service sites (American Telemedicine Association, 
http://www.americantelemed.org).

3 Section 1834(m) of the Social Security Act specifies the law 
pertaining to telehealth coverage under FFS Medicare and 
the fee schedule for physicians and other clinicians (the PFS). 
The law specifies the permitted originating sites, authorized 
practitioners, and geographical restrictions to patients in 
rural areas for telehealth services. CMS is permitted to make 
regulatory changes to PFS telehealth policy that include 
adding, removing, or revising codes under the PFS; CMS 
cannot expand telehealth to urban areas or to new types of 
facilities.  

4 In addition to the areas of the Medicare program mentioned 
here, there is limited coverage of telehealth services under 
Medicare Part D. Section 10328 of the Patient Protection and 
Affordable Care Act of 2010 requires prescription drug plan 
sponsors to offer, at a minimum, an annual comprehensive 
medication review that may be furnished person to person 
or through telehealth technologies. E-prescribing is also 
common and permitted within the Medicare program, which 
some consider a form of telehealth service.   

5 The originating site facility fee is a separately billable Part 
B payment under the PFS, and like other Part B services, 
beneficiaries are responsible for the amount of any unmet 
deductible and applicable coinsurance that occurs at the 
originating and distant site. The PFS program payment 
amount paid to the originating site is the lesser of 80 percent 
of the actual charge or 80 percent of the originating site 
facility fee (about $25), except for CAHs. When a CAH is the 
originating site, the facility fee payment amount is 80 percent 
of the originating site facility fee. Regardless of the type of 
provider, the beneficiary is responsible for the remaining 20 
percent of the originating site facility fee.

6 CAHs are permitted to bill Medicare for their fee schedule 
claims if the practitioner has reassigned his or her benefits to 

the CAHs. In these cases, Medicare will make the payment 
for telehealth services provided by the CAH’s physicians or 
practitioners at 80 percent of the fee schedule amount for the 
distant site, and not as a cost-based payment. The beneficiary 
is responsible for the remaining 20 percent of the distant site 
payment amount.

7 In 2013, CMS created two billing codes (S9109 and S9110) 
that enable physicians to monitor patients remotely in their 
homes using any necessary monitoring equipment. Billable 
on a monthly basis, these codes reimburse providers for the 
cost of all necessary equipment and time involved with remote 
monitoring. The codes originated from the Medicare Care 
Management for High-Cost Beneficiaries demonstration that 
took place from 2006 through January 2012. However, these 
codes are not currently covered under Medicare, but they have 
been adopted for use by some state Medicaid programs.

8 CMS’s MA manual indicates that some communication 
between a patient and physician (e.g., e-mail) may be 
considered part of the basic Medicare FFS benefits that MA 
plans must provide; therefore, these services are not regarded 
as services beyond the basic Medicare FFS benefit.

9 The CMS Center for Medicare & Medicaid Innovation was 
established by Section 1115A of the Social Security Act 
(as added by Section 3021 of the Patient Protection and 
Affordable Care Act of 2010). The Congress created the 
Innovation Center for the purpose of testing “innovative 
payment and service delivery models to reduce program 
expenditures . . . while preserving or enhancing the quality of 
care” for those individuals who receive Medicare, Medicaid, 
or Children’s Health Insurance Program (CHIP) benefits. 
The Congress provided the Secretary of Health and Human 
Services with the authority to expand the scope and duration 
of a model being tested through rulemaking, including the 
option of testing on a nationwide basis. For the Secretary to 
exercise this authority, a model must either reduce spending 
without reducing the quality of care or improve the quality 
of care without increasing spending and must not deny 
or limit the coverage or provision of any benefits. These 
determinations are made based on evaluations performed 
by CMS and the certification of CMS’s Chief Actuary with 
respect to spending.

10 By contrast, Medicare beneficiaries used approximately 200 
inpatient stays per 1,000 Part A beneficiaries and more than 
800 outpatient evaluation and management visits per 1,000 
Part B beneficiaries.

11 The disparity between the number of originating and distant 
site claims is discussed in more detail (p. 243).

endnotes
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14 While there is overlap between dual-eligible beneficiaries and 
beneficiaries who qualify for Medicare through disability, not 
all disabled beneficiaries are also dual-eligible beneficiaries. 
In fact, less than half of the Medicare under-65 disabled 
population is dually eligible. 

15 Under the CCM, practitioners receive approximately $40 
per month for care management services but must obtain 
consent from the patient and must provide at least 20 minutes 
of clinical staff time per month. In 2015, providers billed for 
over 840,000 CCM services for 270,000 unique beneficiaries. 
Less than 1 percent of CCM users in 2015 were also 
telehealth users.

12 We defined behavioral health clinicians as physicians and 
other health professionals who bill Medicare and fall into 
one of the following Medicare-defined specialist categories: 
psychiatrists, psychiatrist/neurologists, neuropsychiatrists, 
clinical psychologists, and other psychologists. 

13 The Commission’s March 2016 report to the Congress 
determined that approximately 900,000 clinicians (physicians, 
nurses, physician assistants, and other clinicians) in 2014 each 
served 15 or more unique Medicare beneficiaries. 
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Chapter summary

About 10 million people qualify for both Medicare and Medicaid and are 

known as dual-eligible beneficiaries. For these individuals, the federal 

Medicare program covers medical services such as hospital care, home health 

care, physician services, durable medical equipment, and prescription drugs. 

The federal–state Medicaid program covers a variety of long-term services 

and supports (such as nursing home care or community-based care) and 

wraparound services, and it provides assistance with Medicare premiums and 

cost sharing.

Policymakers have long been concerned that dual-eligible beneficiaries may 

receive fragmented or ineffective care because they are generally in poorer 

health than other Medicare beneficiaries and must obtain care from two distinct 

programs, which can make coordinating their care more difficult. These 

concerns also reflect the high costs of caring for dual-eligible beneficiaries. In 

2011, the most recent year of data available, dual eligibles represented about 

20 percent of Medicare beneficiaries but accounted for about 35 percent of 

Medicare spending. For Medicaid, dual eligibles represented about 14 percent 

of enrollment and about 33 percent of total spending.

The Commission has examined numerous issues related to dual-eligible 

beneficiaries in recent years. This work organizes broadly into two areas of 

interest: (1) the development of new models of care that could improve quality 

In this chapter

• Introduction

• Status report on the financial 
alignment demonstration

• Expanding the Medicare 
Savings Programs

• Conclusion
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and reduce costs for dual eligibles and (2) the eligibility rules for these low-income 

beneficiaries and how their care is financed. This chapter continues our work in 

both areas by providing a status report on the “financial alignment” demonstration 

project, an initiative by CMS and states to test new models of care for dual eligibles, 

and by examining the potential cost of three illustrative scenarios for expanding 

the Medicare Savings Programs (MSPs), which are Medicaid programs that 

provide assistance with Medicare premiums and cost sharing to certain low-income 

Medicare beneficiaries.

Under the financial alignment initiative, CMS has approved 14 demonstrations 

in 13 states. CMS does not expect any additional states to join the demonstration. 

As of March 2016, 12 of the demonstrations were operational, and the other 2 are 

expected to start later this year. Most demonstrations will operate for five years. 

About 450,000 dual eligibles are currently enrolled, making this demonstration one 

of the largest that CMS has ever conducted related to dual eligibles.

Most demonstrations (11 of 14) are testing a “capitated” model, which uses health 

plans known as Medicare–Medicaid Plans (MMPs) to provide all Medicare benefits 

and all or most Medicaid benefits to dual eligibles. Enrollment in the MMPs has 

been much lower than some expected because many beneficiaries have declined 

to participate, or “opted out.” Based on interviews with stakeholders in several 

demonstration states, beneficiaries have opted out because they are satisfied with 

their existing care or are uncertain about how the demonstration would affect 

them. Stakeholders also agreed that provider resistance to the demonstration has 

contributed to the low participation rates.

Under the demonstration, states can “passively” (that is, automatically) enroll dual 

eligibles in MMPs to help ensure that the plans have enough enrollment to justify 

up-front investments in care coordination activities. Passive enrollment has helped 

generate sufficient enrollment for most MMPs, but our interviews found broad 

agreement that its use could be improved in the future. In particular, stakeholders 

said that passive enrollment should have been implemented more slowly to give 

MMPs more time to assess the health of new enrollees within the required time 

frames and that beneficiaries and providers needed to be better educated about the 

demonstration before passive enrollment began.

MMPs are distinctive because they are required to provide extensive care 

coordination for their enrollees, including individual health assessments, individual 

plans of care, and the use of interdisciplinary teams of providers. Several MMPs we 

interviewed said they have not been able to complete assessments for 20 percent to 

30 percent of their enrollees, partly because of outdated contact information. More 
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broadly, MMPs vary in how they provide care coordination and are still trying to 

refine and improve their approaches.

As of now, there is no data available on the quality of care provided by MMPs or 

their ability to improve patterns of service use, such as reducing inpatient stays or 

nursing home placements. In our interviews, MMPs indicated that their efforts to 

reshape utilization patterns may not begin to pay off until the second or third year 

of the demonstration. More information will become available in the future as CMS 

releases preliminary evaluation reports on each demonstration.

MMPs are paid using a blended capitation rate that has separate components for 

Medicare Part A and Part B services, Part D drugs, and Medicaid benefits. Each 

component is risk adjusted to account for the beneficiary’s health status. However, 

six MMPs have left the demonstration since it began, and some have cited 

inadequate payment rates as one factor. CMS recently increased the payment rate 

for Part A and Part B services, based on research that the existing risk adjustment 

model tends to underestimate costs for full-benefit dual eligibles.

Two states (Colorado and Washington) are testing a “managed fee-for-service” 

(FFS) model, under which the state provides additional care coordination for 

dual eligibles with FFS coverage in both programs. Interviews with stakeholders 

in Washington indicate that only 10 percent to 15 percent of those enrolled in its 

demonstration have used the additional care coordination services, in part because 

of difficulties with locating and engaging beneficiaries. CMS recently issued a 

preliminary report finding that Washington’s demonstration had reduced Medicare 

spending by $22 million (or 6 percent) in its first 18 months, but savings of that 

magnitude do not seem plausible given the low number of people served.

This chapter also summarizes MSP eligibility rules and assistance and examines the 

potential effects of expanding MSP eligibility under three illustrative scenarios. The 

scenarios highlight some of the key issues that policymakers would need to consider 

as part of an MSP expansion, such as the relationship between the eligibility rules 

for MSPs and those for the Part D low-income subsidy, how much Medicare cost-

sharing assistance MSPs should provide (and in particular, whether states can 

continue to limit their payments for cost sharing), and whether MSPs should be 

federalized in some fashion. ■
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and are either aged (65 or older) or have been disabled 
for at least 24 months, are a dependent or survivor of 
an aged or disabled beneficiary, or have end-stage renal 
disease. For those who qualify, Medicare covers a wide 
range of primary, acute, and post-acute services, as well as 
prescription drugs. Medicare also acts as the primary payer 
for any services that are covered by both programs.

Many dual-eligible beneficiaries qualify for Medicare 
because they are disabled. Based on linked Medicare–
Medicaid eligibility data for 2011, about 41 percent of 
dual eligibles were under the age of 65, and 51 percent of 
dual eligibles originally qualified on the basis of disability 
(including beneficiaries who are now over age 65 but 
first qualified for Medicare because they were disabled). 
The corresponding figure for Medicare beneficiaries who 
are not dual eligibles is much lower: Only 17 percent 
originally qualified for Medicare because of disability 
(Medicare Payment Advisory Commission and the 
Medicaid and CHIP Payment and Access Commission 
2016).

Medicaid’s eligibility rules and benefits are more complex 
because states have some flexibility in deciding which 
individuals and which benefits to cover. Dual-eligible 
beneficiaries divide into two broad groups—“full benefit” 
and “partial benefit”—based on the Medicaid benefits they 
receive. Full-benefit dual-eligible beneficiaries qualify for 
the full range of Medicaid services covered in their state, 
which generally includes a broad array of primary and 
acute care services, nursing home care, and other long-
term services and supports. In contrast, partial-benefit 
dual-eligible beneficiaries receive assistance only with 
Medicare premiums and, in most cases, assistance with 
cost sharing.

There were 9.9 million dual eligibles in 2014—7.1 million 
who were full benefit and 2.8 million who were partial 
benefit. Together, they represented about 20 percent of all 
Medicare beneficiaries.1 Using linked Medicare–Medicaid 
eligibility data for 2011, we found that almost all full-
benefit dual eligibles qualify for Medicaid in one of four 
ways:2

• Eligibility for Supplemental Security Income (SSI) 
benefits. The federal SSI program provides monthly 
cash payments to elderly and disabled individuals 
whose income is below about 75 percent of the federal 
poverty level. SSI recipients are automatically eligible 
for Medicaid in 41 states and the District of Columbia. 
The other nine states must allow SSI recipients to 

Introduction

About 10 million people qualify for both Medicare and 
Medicaid and are known as dual-eligible beneficiaries. 
For these individuals, the federal Medicare program 
covers medical services such as hospital care, home health 
care, physician services, durable medical equipment, and 
prescription drugs. The federal–state Medicaid program 
covers a variety of long-term services and supports 
(LTSS), such as nursing home care and community-based 
care, and wraparound services, such as dental benefits and 
transportation. The program also provides assistance with 
Medicare premiums and, in some cases, cost sharing.

Policymakers have long been concerned that dual eligibles 
are vulnerable to receiving care that is fragmented or 
poorly coordinated. Medicare and Medicaid are separate 
programs—the first purely federal, the second largely 
operated by states with federal oversight and partial federal 
financing. Each program is complex, with its own distinct 
rules for eligibility, covered services, and administrative 
processes. Medicaid also differs from state to state because 
states have some flexibility in deciding which individuals 
and which benefits to cover. The two programs sometimes 
overlap in ways that are confusing for dual eligibles and 
providers. For example, Medicare and Medicaid have 
different rules for covering durable medical equipment and 
home health and different ways of processing grievances 
and appeals (Kruse and Philip 2015, Verdier et al. 2014).

More broadly, Medicare and Medicaid do not have strong 
financial incentives to engage in activities that might 
benefit the other program. For example, Medicaid covers 
long-term nursing home care, and Medicare covers 
inpatient care. States have relatively little incentive to 
reduce the use of inpatient care by nursing home residents 
because doing so increases Medicaid spending, while 
Medicare realizes savings when beneficiaries spend more 
time in the nursing home and less time in the hospital. 
Similarly, Medicare has little incentive to prevent dual 
eligibles from going into nursing homes, where Medicaid 
pays for most of their care.

how individuals become dual-eligible 
beneficiaries
Individuals must separately qualify for both Medicare and 
Medicaid coverage to become dual-eligible beneficiaries. 
Medicare is a national program, and its eligibility rules and 
benefits are the same in every state. Individuals typically 
qualify for coverage if they have a sufficient work history 
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have income that exceeds the SSI eligibility limit 
but is below the federal poverty level. A total of 23 
states and the District of Columbia use this eligibility 
pathway, which accounts for about 15 percent of full-
benefit dual eligibles.

• Medically needy program. States can provide 
coverage to individuals who have higher income but 
also have high medical expenses. Under this pathway, 
individuals qualify for Medicaid by “spending 
down” their income on medical expenses until their 
remaining income falls below an eligibility threshold 
set by the state. A total of 33 states and the District of 
Columbia use this eligibility pathway, which accounts 
for about 12 percent of full-benefit dual eligibles. 

Partial-benefit dual eligibles do not meet the eligibility 
criteria for full Medicaid benefits under any of the 

“spend down” to Medicaid eligibility if needed, which 
means that they can qualify if their medical spending 
is high enough that their remaining income falls below 
an eligibility threshold set by the state. The SSI group 
accounts for about 49 percent of full-benefit dual 
eligibles.

• Special income limit. States can provide coverage to 
individuals who have income as high as 300 percent 
of the SSI benefit rate (or about 225 percent of the 
federal poverty level) and need the level of care 
provided in a nursing home. A total of 42 states and 
the District of Columbia use this eligibility pathway, 
which accounts for about 24 percent of full-benefit 
dual eligibles.

• Poverty-related eligibility. States can provide coverage 
to individuals who are either aged or disabled and 

t A B L e
9–1 service use and per user spending for full-benefit dual eligibles, 2011
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Medicare, dual eligibles were more likely than other 
Medicare beneficiaries, who are not shown in the table, 
to have an inpatient stay (28 percent vs. 17 percent) and 
use post-acute services, such as skilled nursing facility 
care (11 percent vs. 4 percent) and home health care (14 
percent vs. 9 percent). Furthermore, Medicare’s average 
spending for those three services—when measured on a 
per user basis—was 21 percent to 32 percent higher for 
dual eligibles than for other beneficiaries, indicating that 
users who are dual eligibles receive more of a particular 
service, receive a more intensive level of care, or some 
combination of the two. Almost all dual eligibles used 
outpatient services and Part D–covered prescription drugs. 
Outpatient services (30 percent), inpatient hospital care 
(28 percent), and Part D drugs (24 percent) accounted for 
most of Medicare’s total spending for dual eligibles.

Across all services, average Medicare spending for 
dual eligibles—measured on a per capita basis—was 
about $17,960 in 2011, more than two times higher 
than the average spending of $8,460 for other Medicare 
beneficiaries (data not shown).

As for Medicaid, spending on LTSS, which includes 
institutional forms of care as well as home- and 
community-based services, accounts for more than 80 
percent of total program spending. However, less than half 
of dual eligibles use those services.6 For those who do, per 
user spending is high, particularly for institutional LTSS, 
such as nursing home care ($41,789), or care provided 
through a home- and community-based services waiver 
program ($29,511).

In aggregate, dual-eligible beneficiaries represented 
about 20 percent of Medicare enrollees in 2011 (the most 
recent year of linked Medicare and Medicaid enrollment 
and spending data available) but accounted for about 
35 percent of total Medicare spending. They are costly 
for Medicaid as well, representing about 14 percent of 
enrollment and about 33 percent of total spending in that 
program.

Recent Commission work related to dual-
eligible beneficiaries
The Commission has examined several issues in recent 
years that directly affect dual-eligible beneficiaries. 
Broadly speaking, the Commission’s work has centered 
on two key areas of interest: (1) developing new models of 
care that could improve the quality of care and lower costs 
for dual eligibles and (2) assessing the eligibility rules and 
financing of care for dual eligibles.

pathways outlined above, but instead qualify for partial 
Medicaid benefits through the Medicare Savings Programs 
(MSPs), which require states to provide low-income 
Medicare beneficiaries assistance with Part A and Part B 
premiums and cost sharing. Under MSPs, beneficiaries 
with income below 135 percent of the federal poverty 
level receive assistance with the Part B premium, and 
individuals with income below 100 percent of the federal 
poverty level also receive assistance with Part A and Part B 
cost sharing (and the Part A premium, if necessary).

Characteristics of dual-eligible beneficiaries
Given the importance that factors such as disability, 
the need for nursing home care (or an equivalent level 
of care provided in the community), and high medical 
expenses play in becoming a dual-eligible beneficiary, 
it is not surprising that dual eligibles, as a group, tend to 
be in poorer health and have higher spending than other 
Medicare beneficiaries.

Dual eligibles are more likely than other Medicare 
beneficiaries to have three or more chronic conditions 
(19 percent vs. 9 percent) or be diagnosed with a mental 
illness (30 percent vs. 11 percent) (Congressional Budget 
Office 2013). Dual eligibles are also more likely to need 
help performing activities of daily living (ADLs), such 
as bathing or getting dressed.3 According to survey data, 
dual eligibles compared with other Medicare beneficiaries 
had higher rates of needing help with at least one ADL 
(55 percent vs. 26 percent) and needing help with three or 
more ADLs (32 percent vs. 9 percent) (Medicare Payment 
Advisory Commission and the Medicaid and CHIP 
Payment and Access Commission 2016). 

About 18 percent of full-benefit dual eligibles have 
Alzheimer’s disease or a related dementia. (That figure is 
higher—23 percent—for full-benefit dual eligibles who 
are over the age of 65.) In 2009, average Medicare and 
Medicaid spending for full-benefit dual eligibles with 
Alzheimer’s disease or a related dementia was nearly 
twice as high as average spending for full-benefit dual 
eligibles who did not have those conditions ($61,944 
vs. $29,185) (Medicare Payment Advisory Commission 
and the Medicaid and CHIP Payment and Access 
Commission 2013). 

Table 9-1 summarizes the major types of Medicare and 
Medicaid services used by full-benefit dual eligibles.4 
(These figures are based on individuals who had fee-
for-service (FFS) coverage in both programs in 2011 
and exclude those with end-stage renal disease.5) For 
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only through the end of 2014; the Congress has since 
authorized them through the end of 2018.

The Commission examined how well SNPs performed 
on quality measures compared with other MA plans and 
concluded that, in certain cases, SNPs were one way to 
better integrate care for beneficiaries with special health 
care needs. The Commission recommended that the 
Congress permanently reauthorize all I–SNPs, certain 
D–SNPs (those that are highly integrated with Medicaid), 
and certain C–SNPs (those that focus on certain chronic 
conditions—such as end-stage renal disease, HIV/AIDS, 
and severe mental illness—for which a distinct MA benefit 
package is most warranted). Authority would be allowed 
to expire for D–SNPs that did not integrate with Medicaid 
or C–SNPs that focused on other chronic conditions. The 
Commission also recommended letting MA plans enhance 
their benefit designs so that benefits could vary based 
on the medical needs of individuals with certain chronic 
or disabling conditions (Medicare Payment Advisory 
Commission 2013).

eligibility rules and financing

In 2008, the Commission made recommendations that 
would increase the number of Medicare beneficiaries 
who are partial-benefit dual eligibles. The Commission 
examined beneficiaries’ participation in MSPs, which 
provide assistance with Part A and Part B premiums and 
cost sharing, and the Part D low-income drug subsidy 
(LIS), which provides assistance with premiums and 
cost sharing for the Medicare prescription drug benefit. 
Although MSPs and the LIS provide valuable financial 
assistance, the research available at the time suggested that 
participation rates in the programs were relatively low, 
due to such factors as beneficiaries’ lack of knowledge 
about the programs and the complexity of the application 
process. 

The Commission concluded that participation rates 
would increase if MSP eligibility rules and application 
processes were better aligned with the LIS. The LIS has 
higher eligibility limits than MSPs, and the Commission 
recommended that the Congress raise the income and 
asset limits for MSPs to LIS levels. As part of this change, 
beneficiaries with income between 135 percent and 150 
percent of the federal poverty level would become eligible 
for assistance with the Part B premium, but the cost of 
that assistance would be paid entirely by the federal 
government to minimize the impact on state Medicaid 
budgets.

new models of care

Given the challenges involved with coordinating Medicare 
and Medicaid services for dual-eligible beneficiaries, the 
Commission has a long-standing interest in developing 
new models of care, or expanding the use of existing 
models of care, that would give providers stronger 
incentives to coordinate care for dual eligibles. Several of 
these models involve the use of managed care.

In 2012, the Commission examined the Program of All-
Inclusive Care for the Elderly (PACE), which serves 
individuals who are 55 or older and eligible for nursing 
home care. The program’s goal is to keep people living 
in the community instead of long-term care facilities, and 
most enrollees are dual-eligible beneficiaries. The central 
feature of this model of care is the PACE provider, which 
is usually an adult day-care center that is staffed by an 
interdisciplinary team and provides therapy and medical 
services. For dual eligibles, Medicare and Medicaid 
make separate monthly capitation payments to the PACE 
provider, and the PACE provider can blend those payments 
and use them to deliver the full range of Medicare-
covered and Medicaid-covered services. The program 
thus completely integrates the financing and delivery of 
Medicare and Medicaid benefits and gives PACE providers 
strong incentives to properly coordinate and manage care.

Although research suggests that PACE improves the 
quality of care for its enrollees, the program has always 
been limited in scope, with about 33,000 Medicare 
beneficiaries currently enrolled. The Commission made a 
series of recommendations to broaden the use of PACE, 
including extending eligibility to people younger than 
55, developing appropriate quality measures to enable 
PACE providers to participate in the Medicare Advantage 
(MA) quality bonus program, and establishing an outlier 
protection policy for new PACE providers that serve 
beneficiaries with unusually high costs (Medicare Payment 
Advisory Commission 2012b).7

In 2013, the Commission examined the role of MA 
special needs plans (SNPs), which can limit their 
enrollment to one of three specified groups: dual-eligible 
beneficiaries (in plans known as D–SNPs), beneficiaries 
who need the level of care provided in a long-term care 
institution (in plans known as I–SNPs), or beneficiaries 
with certain chronic conditions (in plans known as C–
SNPs). Dual eligibles account for almost all enrollees 
in D–SNPs and a substantial share of those enrolled in 
I–SNPs and C–SNPs. At the time, SNPs were authorized 
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November 2015 and February 2016. In all, we conducted 
over 40 interviews with a diverse range of stakeholders 
that included state Medicaid officials, executives and care 
coordination staff for health plans participating in the 
demonstration, several different kinds of providers, and 
beneficiary advocacy groups.

Development of the financial alignment 
demonstration
CMS began developing the financial alignment 
demonstration in April 2011, when it awarded 15 states up 
to $1 million apiece to help them design new approaches 
for coordinating care for dual eligibles (Department of 
Health and Human Services 2011). A few months later, in 
July, CMS announced that states could test two models of 
care as part of the financial alignment demonstration—a 
capitated model and a managed fee-for-service model:

• Under the capitated model, a single managed care 
plan (known as a Medicare–Medicaid Plan, or 
MMP) provides the full range of Medicare and 
Medicaid benefits to dual eligibles. The MMP 
receives a blended Medicare–Medicaid payment rate 
that is reduced to reflect expected savings from the 
demonstration. This model builds on previous efforts 
to use managed care to better integrate Medicare and 
Medicaid, such as PACE and Medicare Advantage 
D–SNPs.8

• Under the managed FFS model, states provide greater 
care coordination to dual eligibles who are enrolled in 
both FFS Medicare and FFS Medicaid. States receive 
a retrospective performance payment from Medicare 
if expenditures for demonstration enrollees are 
below a target amount. This model builds on broader 
state efforts to improve the FFS delivery system 
that involve other reforms such as accountable care 
organizations and health homes (Centers for Medicare 
& Medicaid Services 2011).

Many states initially expressed interest in the financial 
alignment demonstration, but the number of states that 
are actually participating is much smaller. After CMS’s 
announcement in 2011, a total of 37 states and the District 
of Columbia indicated their interest in participating, 
and 26 states ultimately submitted proposals to CMS 
(Medicaid and CHIP Payment and Access Commission 
2015a).

As of March 2016, CMS had approved 14 demonstrations 
in 13 states. CMS does not expect to approve any more 
demonstrations; the other states that submitted proposals 

The Commission also recommended that the Congress 
require the Social Security Administration, which 
determines LIS eligibility for most applicants, to also 
determine whether applicants are eligible for MSPs and 
enroll them in both programs if they qualify (Medicare 
Payment Advisory Commission 2008).

In 2012, the Commission recommended making a number 
of changes to Medicare’s cost-sharing rules that could 
affect low-income Medicare beneficiaries. Those changes 
included placing an annual limit on beneficiary out-of-
pocket spending, establishing a uniform deductible for Part 
A and Part B that would be higher than the current Part B 
deductible, replacing coinsurance with copayments that 
could vary by type of service and provider, and imposing 
an additional charge on premiums for supplemental 
insurance coverage, such as medigap plans. However, 
there would be no change in beneficiaries’ aggregate cost-
sharing liability. Since Medicaid pays for Part A and Part 
B cost sharing for many dual-eligible beneficiaries, those 
changes would increase Medicaid spending for some dual 
eligibles (such as those who use largely Part B services 
and would face a higher deductible) while reducing 
spending for other dual eligibles (such as those with high 
out-of-pocket spending) (Medicare Payment Advisory 
Commission 2012b).

status report on the financial alignment 
demonstration

Since 2011, CMS has worked with states to conduct a 
financial alignment demonstration that tests new models 
of care for full-benefit dual-eligible beneficiaries. 
(Partial-benefit dual eligibles cannot participate in the 
demonstration.) These new models seek to improve the 
coordination of Medicare and Medicaid for dual eligibles, 
improve the quality of their care, and lower costs. 
Thirteen states are currently conducting or preparing to 
conduct demonstrations, and about 450,000 dual-eligible 
beneficiaries are enrolled in them. Collectively, they 
represent one of the largest demonstration projects that 
CMS has ever conducted related to dual eligibles.

For this report, we reviewed a wide range of CMS 
guidance related to the demonstration, made site visits to 
three states with demonstrations (California, Illinois, and 
Massachusetts), and conducted phone interviews with 
stakeholders in a fourth demonstration state (Washington). 
Our site visits and phone interviews took place between 
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such as concerns about low payment rates for participating 
plans and less state flexibility than initially expected in 
designing the demonstration. A number of these states 
have chosen instead to pursue Medicare–Medicaid 
integration through the use of D–SNPs.

have either formally withdrawn them or are no longer 
actively discussing them with CMS (Centers for Medicare 
& Medicaid Services 2016c). States that were initially 
interested in the demonstration but ultimately did not 
participate cited a number of reasons for their decision, 

the Commission’s July 2012 letter to CMs about the financial  
alignment demonstration

In its letter to CMS, the Commission underscored 
its support for the goals of the financial alignment 
demonstration, noting that dual eligibles were often 

in poor health and vulnerable to receiving uncoordinated 
care. However, the Commission highlighted five key 
areas of concern about the demonstration, which at the 
time was still being developed:

1. Scope of the demonstration—At the time, 
CMS said it was interested in enrolling as many 
as 1 million to 2 million dual eligibles in the 
demonstration, which the Commission felt 
amounted to a program change instead of a true 
demonstration. The Commission believed that 
the two new models of care should be tested on a 
smaller scale before being used more broadly.

2. Passive enrollment—The Commission supported 
the demonstration’s use of passive enrollment—
that is, the automatic enrollment of beneficiaries—
but suggested that it be accompanied by a number 
of beneficiary protections, such as allowing 
beneficiaries to opt out at multiple points in 
the process, conducting extensive outreach and 
education before passive enrollment, and assessing 
beneficiaries’ care needs shortly after their 
enrollment.

3. Plan requirements—The Commission suggested 
that CMS use existing requirements for Medicare 
Advantage plans as a minimum standard for plans 
participating in the demonstration.

4. Monitoring and evaluation—The Commission 
suggested that CMS collect a core set of measures 
from all states to monitor access to care and quality, 
as well as a core set of outcome measures. The 
Commission also recommended that the evaluation 
of the demonstration should measure Medicare 
and Medicaid costs and savings separately, so that 

policymakers would know where savings were 
actually achieved.

5. Program costs and ensuring savings—The 
Commission suggested that the demonstration 
first aim to improve quality and care coordination 
for dual eligibles, and only after that to reduce 
Medicare and Medicaid spending. For the 
participating managed care plans, CMS planned 
to lower the blended Medicare–Medicaid 
capitation rate so that the federal government 
and states would realize savings, and to use the 
same percentage to reduce both the Medicare 
and Medicaid components of the blended rate. 
The Commission disagreed with this approach, 
arguing that it was unlikely that both programs 
would see similar savings. The Commission also 
expressed concern that states might participate in 
the demonstration as a way to use Medicare funds 
to supplement Medicaid funds (Medicare Payment 
Advisory Commission 2012a). 

Some elements of the demonstration as it has been 
implemented are in line with the Commission’s 
comments, while others are not. The demonstration is 
much smaller than many observers expected because 
fewer states are participating, CMS reduced the 
size of the demonstrations in some states, and many 
beneficiaries have chosen to opt out. Nevertheless, the 
demonstration is still larger than needed to test its new 
models of care. The requirements for the demonstration 
in the areas of passive enrollment, plan requirements, and 
monitoring and evaluation are generally in line with the 
Commission’s comments. However, the methodology 
that CMS is using to pay the health plans participating 
in the demonstration is generally not aligned with 
the Commission’s comments. For example, CMS has 
continued to apply a uniform savings estimate to both 
the Medicare and Medicaid components of plan payment 
rates, rather than developing separate assumptions for 
each component. ■
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2012; the last (for New York’s second demonstration) 
was signed in November 2015 (Table 9-2). Most of the 
demonstrations started enrolling beneficiaries about a year 
after the signing of the MOU. As of March 2016, 12 of 
the 14 demonstrations were underway, with the last two 
(Rhode Island and New York’s second demonstration) 
expected to start later this year.

CMS initially planned for the demonstrations to last for 
three years, but announced in July 2015 that states could 
extend them for an additional two years.10 CMS offered 
the extension because the first detailed evaluations of 
the demonstrations will not be ready until the end of 
their second year, and states would need to start their 
planning process for fiscal years beyond the original 
three-year period before then (Centers for Medicare 
& Medicaid Services 2015f). All participating states 
expressed interest in the extension, but Virginia now plans 
to end its demonstration in 2017, as originally scheduled 

In July 2012, after states had submitted their proposals 
but before CMS had approved any demonstrations, the 
Commission sent a letter to CMS outlining five key areas 
of concern with the demonstration (see text box).

Table 9-2 provides a high-level overview of the 14 
demonstrations that CMS has approved. Most of them 
are testing the capitated model; only Colorado and 
Washington are testing the managed FFS model, while 
Minnesota is testing an alternative model.9 Most of the 
demonstrations are open to both disabled and aged dual 
eligibles, although one state (Massachusetts) is targeting 
only disabled beneficiaries, and two states (Minnesota and 
South Carolina) are targeting only aged beneficiaries.

CMS has approved each demonstration by signing a 
memorandum of understanding (MOU) with the state 
that summarizes the key parameters of the demonstration. 
The first MOU (Massachusetts) was signed in August 
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limit eligibility based on the particular needs of their 
demonstration, and all states testing the capitated model 
have done so. These additional eligibility criteria vary 
across states, but there are some common elements:

• Disabled (under 65) and aged (65 and older) 
beneficiaries both can enroll in most of the 
demonstrations. The exceptions are Massachusetts 
(disabled only) and South Carolina (aged only).

• Most demonstrations operate only in certain parts of 
the state. South Carolina has the only fully statewide 
demonstration for the capitated model.12 The other 
states limit eligibility to certain counties or regions, 
usually around large metropolitan areas. For example, 
Texas is conducting its demonstration in six counties 
around Dallas, El Paso, Fort Worth, Houston, 
McAllen, and San Antonio.

• Beneficiaries enrolled in PACE cannot participate 
unless they first leave the PACE program. These 
individuals are already served by a program that fully 
integrates Medicare and Medicaid for dual eligibles.

• Six demonstrations do not allow beneficiaries to 
participate if they have other forms of health insurance 
coverage, such as employer-sponsored coverage.

• Seven demonstrations exclude beneficiaries enrolled 
in certain Medicaid home- and community-based 
waiver programs. The excluded waiver programs 
usually serve individuals with intellectual or 
developmental disabilities.

• Seven demonstrations restrict eligibility for individuals 
who qualify for Medicaid through “medically needy” 
programs for people with high medical expenses. 
Many of these individuals qualify for Medicaid for 
only a limited time.

As of March 2016, about 1.3 million dual eligibles were 
eligible to participate in the capitated demonstrations 
(Centers for Medicare & Medicaid Services 2016b).13 
That number represents about 35 percent of the dual 
eligibles in the nine states testing the capitated model and 
between 15 percent and 20 percent of all dual eligibles in 
the country. While the size of the eligible population is in 
line with CMS’s interest in enrolling up to 1 million to 2 
million dual eligibles in the demonstration, enrollment has 
been much lower than some expected.

Since eligibility for the demonstration uses both Medicare 
and Medicaid criteria, states have had to integrate their 

(Gutman 2015a, Virginia Department of Medical 
Assistance Services 2015).11 California may also end its 
demonstration in 2017 if it is not found to be cost effective 
(State of California 2016). CMS expects to approve 
the extensions later this year (Centers for Medicare & 
Medicaid Services 2016c).

About 450,000 dual eligibles were enrolled in the financial 
alignment demonstrations as of March 2016. California’s 
demonstration is by far the largest, with almost 130,000 
enrollees (about 30 percent of the national total), followed 
by Ohio, Illinois, and Texas.

Demonstrations using the capitated model
As shown in Table 9-2 (p. 273), nine states are currently 
working with CMS to test the capitated model, which 
relies on health plans to provide the full range of Medicare 
and Medicaid benefits to dual eligibles. About 372,000 
dual eligibles were enrolled in those demonstrations in 
March 2016. Two more demonstrations using the model, 
in Rhode Island and New York, are planning to start later 
this year.

The centerpiece of the capitated model is the Medicare–
Medicaid Plan (MMP), a health plan that provides all 
Medicare-covered and all or most Medicaid-covered 
services to dual eligibles. MMPs are required to provide 
a high level of care coordination for their enrollees; 
they receive a blended capitation rate that combines 
Medicare Part A, Part B, and Part D and Medicaid 
payments. CMS and the states hope that the integration 
of Medicare and Medicaid financing, combined with 
extensive requirements for care coordination, will lead 
to better care for dual eligibles and reduce Medicare and 
Medicaid spending.

This section covers eight key areas for the capitated 
demonstrations: beneficiary eligibility, health plan 
participation, beneficiary participation, the use of passive 
enrollment, care coordination, quality of care, service use, 
and payment adequacy. For this status report, we focus 
in particular on the use of passive enrollment and care 
coordination, two areas where we have enough information 
to offer some initial impressions. In many other areas, there 
is still relatively little information available.

Beneficiary eligibility

CMS has limited the financial alignment demonstration’s 
eligibility to full-benefit dual eligibles—individuals who 
are eligible for both Medicare (Part A, Part B, and Part D) 
and full Medicaid benefits in their state. States can further 
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management capabilities, and plan staffing for functions 
like customer service (Medicaid and CHIP Payment and 
Access Commission 2015a).

The number of MMPs in each state varies. All states 
currently have between 2 and 7 plans, except for 
California (10 plans) and New York (17 plans in its first 
demonstration). As noted earlier, many demonstrations 
are being conducted only in certain parts of the state, and 
many MMPs serve only part of the demonstration area. 
For example, Ohio is conducting its demonstration in 
seven regions. The state has five MMPs, but only two or 
three operate in each region.

Most MMPs are sponsored by organizations with prior 
experience in MA, Medicaid managed care, or both. One 
study found that 52 of the 67 MMPs in the demonstration 
had prior experience in MA, either by offering D–SNPs or 
regular MA plans.14 On the Medicaid side, 45 MMPs had 
prior experience serving dual eligibles in the state in some 
fashion (Weiser and Gold 2015). However, some of these 
MMPs did not have prior experience with LTSS, and some 
reported that working in that area has been challenging 
(Chepaitis et al. 2015).

A relatively small number of plan sponsors account for 
most MMP enrollment. Table 9-3 shows the 10 plan 
sponsors with the most MMP enrollees, as of March 

enrollment systems with Medicare’s, which has often 
proven difficult (Chepaitis et al. 2015). Some stakeholders 
also raised this issue during our site visits, noting that 
MMPs and providers sometimes have had difficulty 
obtaining accurate enrollment information.

health plan participation

As of March 2016, 60 MMPs were operating in the 9 
states that had begun testing the capitated model. Two 
new MMPs intend to begin operating later this year—
Rhode Island’s demonstration and New York’s second 
demonstration (both will use only one MMP). Six other 
MMPs have left the demonstration since it started—four in 
New York’s first demonstration and one apiece in Illinois 
and Massachusetts. The MMPs that left the demonstration 
either had very low enrollment or cited inadequate 
payment rates. 

Each MMP signs a three-way contract with CMS 
and the state that specifies its requirements under the 
demonstration. States initially select the plans for the 
demonstration and can limit the number of plans that 
participate. Some states have chosen from among their 
Medicaid managed care plans, while others have issued 
a separate procurement. Plans must also satisfy CMS 
requirements and pass a readiness review that examines 
areas such as network adequacy, financial solvency, care-
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were sometimes difficult to understand and could 
prove unreliable. For example, many states had to 
delay the start of their demonstrations because of 
implementation challenges, which led to delays in 
expected enrollment dates. Stakeholders also said that 
explaining “care coordination” and its benefits for dual 
eligibles could be difficult. Given the uncertainties, 
many beneficiaries decided that opting out was the 
safer course of action.

• Resistance from providers. Stakeholders in these 
states indicated that some providers in their state 
opposed the demonstration and refused to participate 
in the MMPs’ provider networks or advised their 
dual-eligible patients not to participate.16 These 
states’ demonstrations largely involved moving 
FFS beneficiaries into managed care, and provider 
resistance seemed largely driven by a preference 
for the existing FFS system and an unwillingness 
to interact with managed care plans. The types of 
providers that resisted the demonstration varied 
across states but included primary care physicians, 
specialists, physicians in solo or small group practices, 
and nursing homes.

Although the high opt-out rates have received significant 
attention, disenrollment (leaving an MMP after being 
enrolled) has also been an issue. Many states have had 

Carolina—have participation rates below 15 percent.15 
Across all participating states, only about 30 percent of 
eligible beneficiaries are enrolled in MMPs.

Participation rates for the MMPs have been relatively low 
because many beneficiaries have chosen not to participate. 
Under the demonstration, states can passively enroll dual 
eligibles in MMPs, but beneficiaries can “opt out” before 
their enrollment takes effect, and MMP enrollees can 
subsequently disenroll at any time.

The three states we visited—California, Illinois, and 
Massachusetts—have experienced high opt-out rates. 
Stakeholders in those states said that beneficiaries declined 
to participate in the demonstration for a number of 
reasons:

• Satisfaction with existing care. Some beneficiaries 
are happy with their current providers and do not 
think that they will benefit by enrolling in an MMP. 
They are also concerned that enrolling in an MMP 
could threaten access to their current providers, such 
as specialists, who may not participate in the plans’ 
provider networks. 

• Fear of the unknown. Many stakeholders 
indicated that beneficiaries often did not receive 
a clear explanation of the demonstration or how 
it would affect them. State educational materials 
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